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and Soundness: 

2. Office of Thrift Supervision, 2004 Examination Handbook (Proactive regu- 

latory supervision should evaluate future needs and potential risks to 
ensure the success of the thrift system in the long fermJlexcerpt) 213 

3. OTS internal email, dated June 2005, re: Revised ALLL Finding Memo 

Response (In summary, the extended time frames (1-2 month extensions) 
for implementation of various portions of the response to not appear to 
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of management’s own initiatives and we don’t want to penalize manage- 
ment for their own initiatives.) 218 

4. OTS internal email, dated July 2005, re: Mortgage Survey (I would not 
send this to WAMU without more preparation. . . . But the bottom line 
is that we reviewed the risk and communicated our concerns to manage- 
ment already. To ask for this similar information in the survey would 
almost be like one hand didn’t know what the other was doing. My 
preference would be shorten the survey quite a bit and start with higher 


level information, and then drill down on individual exams.) 219 

5. OTS internal email, dated September 2005, re: WSJ Article: re: tightening 

mtg stds (As I have mentioned to some, by the time we come out with 
regulatory guidance, moral suasion and market ! media attention will have 
already done the trick, at least for the regulated entities!) 220 

6. OTS internal email, dated September 2005, re: Meeting (It has been 

hard for us to justify doing much more than constantly nagging (okay, 
“chastising”) through ROE and meetings, since they have not been really 
adversely impacted in terms of losses.) 224 


7. OTS internal email, dated June 2006, re: Talk (My own fear is that 
we may not have done enough to communicate to you why we feel that 
the few negative things we have brought up through findings memos 
and meetings, . . . are not so serious they . . . negate the ongoing good 
progress in making improvements in a manner that seems reasonable 
given the size, complexity, and status of the institution.) 228 
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8. OTS internal email, dated May 2007, re: Fair Lending Findings Memo 

(Apropos the lack of tools — that is a reality. I’m willing OK with your 
changes, but you need to realize that I feel very strongly about this. 
If the agency could be subject to criticism for the lack thereof, my feeling 
is that is appropriate and it is high time we got such tools. ... I 
do not believe that sweeping this under the rug is necessary.) 

9. Draft OTS Exam Findings Memo of Washington Mutual Bank, dated 

May 31, 2007, re: Compliance Management Program (WaMu’s compliance 
management program has suffered from a lack of steady, consistent lead- 
ership. Dick Stevenson ... is the bank’s ninth compliance leader since 
2000.) 
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7, 2007, re: Broker Credit Administration (There are 14 FTEs in BCA 
handling approximately 34,283 brokers.) 
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12. a. OTS Exam Findings Memo of Washington Mutual Bank, dated June 
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Examinations of Washington Mutual Bank, (Management / Board Per- 
formance and Oversight Unsatisfactory . . . performance exacerbated 
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that stated income lending was a reasonable thing, and then compounded 
that with the sheer insanity of states income, subprime, 100% CLTV, 
lending, we were on the figurative bridge to nowhere.) 
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15. OTS internal email, dated June 2003, re: OTS Memo 7 (It is clear from 

my experience that changes seem to progress slowly at WAMU so I don’t 
know if we can expect faster progress)) 265 

16. OTS High Risk Meeting Notes, West Region, undated, (The Director 

(while pacing) was very concerned over all the management changes and 
putting inexperienced people in charge of critical areas. Region agreed 
with concerns.) 267 


17. OTS Exam Findings Memo of Washington Mutual Bank, dated May 
12, 2004, re: SFR Loan Origination Quality (Several of our recent exami- 
nations concluded that the Bank’s single family loan underwriting was 
less than satisfactory due to excessive errors in the underwriting process. 


loan document preparation, and in associated activities.) 269 

18. OTS internal email, dated April 2004, re: Locale (In any event, a para- 

graph very clearly tells WAMU they need to identify originated subprime 
in both home and consumer loans and demonstrate compliance with the 
interagency policy statement as amended Jan 31 2001.) 275 

19. OTS internal email, dated April 2005, re: Fitch — LBMC Review (Some 

insight on the subprime product at LBMC for ALLL and high risk lending 
initiative.) 277 

20. OTS internal email, dated May 2005, re: LBMC Fair Lending (I would 
not, however, say that we could feel comfortable with their moving LBMC 
under the thrift without some conditions. . . . Completion of that plan — 

and satisfactory corrective actions — would be an appropriate condition.). ... 278 
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21. FDICAVashington State Exam Findings Memo of Washington Mutual 
Bank, dated May 20, 2004, re: Single Family Residential Review (The 
loan file review refleeted inconsistencies in underwriting and documenta- 
tion practices, particularly in the brokered channel. Additionally, exam- 
iners noted that Washington Mutual’s SFR portfolio has an elevated level 
of risk due to a significant volume of potential negative amortization 
loans, high delinquency and exception rates, and a substantial volume 


of loans with higher risk characteristics, such as low FICO scores.) 280 

22. OTS Exam Findings Memo of Washington Mutual Bank, dated May 
20, 2005, re: Allowance for Loan and Lease Loss Modeling (Management 
is in process of validating and calibrating LPRM version 3.1, but the 
validation continues to show a significant disparity in actual and pro- 
jected SFR loss rates.) 285 


23. OTS Exam Findings Memo of Washington Mutual Bank, dated June 

1, 2005, re: Corporate Risk Oversight (Corporate Risk Oversight (CRO) 
is responsible for independently evaluating credit and compliance risk 
across the company and assessing the effectiveness of risk management 
processes relative to established strategic and risk tolerance objectives. 

. . . Most of the findings are considered “criticisms” due to the overall 
significance of CRO activities and the fact that we have had concerns 
with quality assurance and underwriting processes within home lending 

for several years.) 290 

24. OTS Exam Findings Memo of Washington Mutual Bank, dated June 

2, 2005, re: LBMC Underwriting Review (Our review disclosed under- 
writing deficiencies that require management’s attention.) 297 

26. OTS internal email, dated June 2005, re: LBMC downgrades (. . . this 
business is simply too high profile for us not to be sure that processes 
are in place to assure there will be no repeat of the performance of 
these earlier vintages . . . both in securitizations and in the originations 
they will hold for investment.) 303 

26. OTS Exam Findings Memo of Washington Mutual Bank, dated June 

3, 2005, re: Single Family Residential Home Loan Review (We continue 
to have concerns regarding the number of underwriting exceptions and 

with issues that evidence lack of compliance with Bank policy.) 304 

27. OTS Exam Findings Memo of Washington Mutual Bank, dated June 
3, 2005, re: Loan Origination Quality (The redesigned incentive compensa- 
tion program for LFCs still does not satisfactorily reward excellence in 
loan origination quality. Finding 3 in the 2004 OTS Memo No. 5 was 
closed because an improved design for the incentive compensation program 

was devised. However, the program was not implemented as designed.) 311 

28. OTS internal memorandum, dated June 3, 2005, re: Long Beach Mortgage 
Corporation (LBMC) Review (Because of the high profile nature of the 
business of LBMC and its problematic history, we believe that any and 
all concerns regarding the subprime operation need to be fully addressed 


prior to any move.) 314 

29. OTS internal email, dated June 2005, re: S-S 2 response (They agree 

to take all action required to correct the problem. The Target Completion 
Dates are not real timely but fine for WAlMU.) 317 

30. OTS internal email, dated November 2005, re: Meeting (While we may 

(and have) questioned the reasonableness of these standards, they are 
all we have at this time. If our tolerance for some reason is now a 
lot lower than our handbook standards, it would be nice to have this 
clarified.) 318 

31. OTS internal memorandum, dated December 21, 2005, re: (Long Beach 

Mortgage Corporation (LBMC)) 320 

32. OTS internal email, dated January 2006, re: WAlMU Commitment letter 

(At some level, it seems we have to rely on our relationship and their 
understanding that we are not comfortable with current underwriting 
practices and don’t want them to grow significantly without having the 
practices cleaned up first.) 328 

33. OTS Exam Findings Memo of Washington Mutual Bank, dated May 

23, 2006, re: Home Loan Underwriting (. . . we did note various under- 
writing errors that continue to require management’s attention.) 329 
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34. WaMu internal email, dated May 2006, re: OTS Memo 12 — Home Loans 

Underwriting (. . . John was able to get the OTS to see the light and 
revise the Underwriting rating to a Recommendation.) 335 

35. OTS Exam Findings Memo of Washington Mutual Bank, dated May 

25, 2006, re: Loan Underwriting Review — Long Beach Mortgage (Overall, 
we concluded that the number and severity of underwriting errors noted 
remain at higher than acceptable levels.) 337 


36. OTS internal email, dated June 2006, re: Findings Memos (We gave 
them the benefit of the doubt based on commitments and some progress 
when we allowed them to bring LBMC into the bank, but if I am under- 
standing the finding from this exam correctly, we have the same type 


of concerns remaining 6 months later.) 342 

37. Draft OTS Exam Findings Memo of Washington Mutual Bank, dated 

May 31, 2007, re: Compliance Management Program 344 

38. OTS Exam Findings Memo of Washington Mutual Bank, dated June 

19, 2007, re: Allowance for Loan and Lease Losses on the 1^ Single 
Family Residential Loan Portfolio 349 

39. OTS internal email, dated June 2007 re: Compliance rating (They aren’t 

interested in our “opinions” of the program. They want black and white, 
violations or not.) 357 


40. OTS internal email, dated November 2007, re: Wamu appraisal review 
(The fact that coo rotella runs the business units, was the champion 
of cost cutting and use of third party appraisal outsourcing, and continues 
to downplay the various business units’ failing (compliance, bsa, flood 
and now maybe appraisal) by diverting blame to others (risk management 

and now counsel) leaves me uncomfortable.) 358 

41. OTS correspondence to Washington Mutual Bank, dated February 27, 

2008 (This letter is to advise you that the Office of Thrift Supervision 
(OTS) is adjusting downward the composite rating for Washington Mutual 
Bank . . . from a “2” to a “3,” effective today.) 360 

42. OTS internal email, dated February 2008, re: Kerry Killinger (. . . my 
feeling that OTS would be reasonable in providing adequate time over 
the business cycle for WAMU management to make improvements, particu- 
larly in earnings, and that it would be my hope that we would not 
place unrealistic expectations or demands to make changes ! improvements 


over unrealistic time periods.) 362 

43. OTS internal email, dated June 2008, re: Call from Killinger (I further 

told Kerry that as a matter of policy, OTS believes that “3” rated institu- 
tions, especially repeat “3”s, warranted informal supervisory action and 
consideration of formal action 364 

44. OTSAVaMu email, dated July 2008, re: MOU vs. Board Resolution (We 

almost always do an MOU for 3-rated institutions, and if someone were 
looking over our shoulders, they would probably be surprised we don’t 
already have one in place.) 366 

45. OTS internal email, dated July 2008, re: WAMU MOU (R is, unfortu- 
nately, another example of a benign supervisory document.) 368 


46. OTS internal email, dated August 2008, re: Wamu MOU-Board provisions 
(He [Ben] is concerned that the board is not getting sufficient, consistent, 
or understandable information ! reports from management. This was con- 
firmed by the board’s self-assessment where they acknowledged that they 


did not have a full understanding of the bank’s risks.) 370 

47. OTS internal email, dated August 2008, re: WAMU (What is the status 
of the ROE? When will it be mailed? What is the status of the MOU? 

I feel like we are stuck in quicksand here.) 371 


48. OTS, WaMu Ratings of 3 ! 343432, September 11, 2008 (The bank’s overall 
unsatisfactory condition is primarily the result of the poor asset quality 
and operating performance in the bank’s major Home Loan Group line 
of business. . . . The deteriorating asset quality in the Home Loans Group 
is accompanied by inadequacies in risk management, internal controls, 
and oversight that made the bank more vulnerable to the current housing 
and economic downturn. The examination criticized past liberal home 
loan underwriting practices and the concentrated delivery of nontradi- 
tional mortgage products to higher risk geographic markets)) 374 
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Documents Related to OTS Impeding FDIC’s Oversight: 


49. OTS internal email, dated January 2006, re: FDIC participation (The 
message was crystal clear today. Absolutely no FDIC participation on 

any OTS 1 and 2 rated exams.) 389 

50. OTS internal email, dated June 2006, re: wm board meeting (Didn’t 
even cross my mind that we would have an issue with their attendance 

at the board meeting.) 390 

51. a. FDIC internal memorandum, dated June 14, 2005, re: Potential Impact 

of a Possible Housing Bubble on Washington Mutual Bank 392 

51.b. FDIC internal memorandum, dated July 5, 2005, re: Insured Institu- 
tions’ Exposure to a Housing Slowdown 398 

51. c. FDIC internal email, dated September 2006, re: OTS re: WAMU (The 

OTS must really be afraid of what we might come across, but bottom 
line is we need access to the information.) 404 

52. a.-d. Correspondence between FDIC and OTS, dated October 2006-Janu- 

ary 2007 regarding FDIC participation in OTS examinations of 
Washington Mutual Bank 406-410 

53. FDIC internal email, dated October 2006, re: wamu quarterly (Please 

read info about OTS denying us space and access to information. The 
situation has gone from bad to worse.) 411 

54. FDIC internal email, dated January 2007, re: wm exam (I’m just not 

relishing another round of “No.” Well, let them make fools of themselves 
again!) 413 

55. FDIC internal email, dated February 2007, re: wamu (. . . here we go 

again. This is unnecessary hair splitting by OTS Seattle, and does not 
comport with the approval we got from RD Finn on participation.) 414 

56. OTS internal email, dated March 2008, re: Call from Shelia this evening 
(Shelia was complimentary of OTS’s presentation and commented about 
our being on top of the issues. I would like to think she meant it, but 

I’m always a bit skeptical of her compliments.) 415 


57. FDIC internal email, dated April 2007, re: Meeting with OTS Regional 
Management (. . . Finn pushed back on his previous approval of our 
participation in the 2007 exam targets, specifically as to our ability to 
work loan files alongside OTS examiner, and we were particularly inter- 


ested in WAMUs compliance with nontraditional mortgage guidance.) 416 

58. OTS internal email, dated March 2008, re: WAMU (. . . could you . . . 
have someone on your staff put together a position paper on the need 
for Treasury to stay removed from the supervision of wamu, including 
any attempt to influence our supervision of wamu’s capital raising proc- 
ess.) 417 


59. OTS internal email, dated July 2008, re: Updates (I have read the at- 
tached letter from the FDIC [to OTS, dated July 21, 2008] regarding 
supervision of Wamu and am once again disappointed that the FDIC 
has confused its role as insurer with the role of the Primary Federal 


Regulator. Its letter is both inappropriate and disingenuous.) 419 

60. OTS internal email, dated July 2008, re: Response to July 21 letter 

RE: WAMU (attaching July 22, 2008 letter from OTS to FDIC) 424 


61. FDIC internal email, dated July 2008, re: WAMU Briefing Paper (The 
bank’s credit culture emphasized home price appreciation and the ability 
to perpetually refinance, including the ability to sell non performing as- 
sets. The bank’s underwriting standards were therefore lax as manage- 
ment originated loans under a securitization model to transfer risk to 


the market.) 427 

62. OTS internal email, dated August 2008, re: WaMu (Sheila Bair just 

reported on a conference call that there was a rating difference on this 
exam. Can you fill us in.) 429 

63. FDIC/OTS email, dated August 2008, re: WaMu Rating (You asked me 

to hear out wamu. I hope that you would also hear out our examination 
staff if it comes to that) 431 
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64. FDIC internal email, dated August 2008, re: WAMU (Major ill will at 

WAMU meeting yesterday caused by FDIC suggestion in front of WAMU 
management that they find a strategic partner. Reich reportedly indicated 
that was totally inappropriate and that type of conversation should have 
occurred amongst regulatory agencies before it was openly discussed with 
management.) 

65. OTS internal email, dated August 2008, re: WAMU Update and FW: 

FDIC Ratings (The headbutting is currently going on in DC between 
myself and Shelia Bair.) 

66. FDIC/OTS email, dated August 2008, re: W (I should not have to remind 

you the FDIC has no role until the PFR (i.e. the OTS) rules on solvency 
and the PFR utilizes PCA.) 

67. FDIC internal email, dated August 2008, re: Updated Earnings Assess- 

ment/Capital Analysis (FYI, it looks like the region will be well armed 
for Thursday’s discussion with the OTS. ... I find it troubling that 
the primarily [sic] regulator is able to conclude on capital without digging 
into these numbers. We have been asking for the forecasted balance sheet 
for months now and this is the first we have them. Our skeptical assess- 
ment is essentially forcing them to dig deeper behind the numbers. Which 
they should have done in the first place before deciding on a capital 
rating.) 

68. FDIC/OTS email, dated September 2008, re: Rating Disagreement (I can- 
not believe the continuing audacity of this woman.) 

69. OTS internal email, dated September 2008, re: Wamu — need your help 

(The purpose of the meeting would be to discuss the various views of 
the institutions’s risk profile, current actions under consideration by the 
FDIC, and possible capital considerations. We would control the meeting 
and ensure that we have no repeat of the inappropriate behavior displayed 
by some of the FDIC in our last session with the bank. This is my 
idea, not the FDIC’s idea.) 

Documents Relating to Nontraditional Mortgage Guidance: 

70. OTS internal email, dated March 2006, (I am nervous about us putting 

disproportionate pressure on institutions to increase start rates and de- 
crease the start rate ! fully -indexed rate differential.) 

71. OTS internal email, dated July 2006, re: NTM Open Issues (We should 

consider going on the offensive, rather than defensive to refute the OCC’s 
positions:) 

72. OTS internal email, dated August 2006, re: Latest AMP Guidance (Mar- 

ket impact — MTA hybrid 10 ARMS are a huge product for Wamu (I’m 
trying to get current stats as we speak). I would imagine there would 
be a fairly big impact on their lending in this product if they were 
required to underwrite to full neg-am over the life of the loan, assuming 
borrower makes minimum payment ALWAYS. We have dealt with this 
product longer than any other regulator and have a strong understanding 
of best practices. I just don’t see us taking a back seat on guidance 
that is so innate to the thrift industry. I wouldn’t feel one bit disappointed 
if we had to go it alone on this one.) 

73. Washington Mutual, Alternative Mortgage Guidance Implementation Plan, 

October 2006 (Recap of OTS Meeting — A: OTS is still gathering FAQ 
from their constituency and expects they may issue a position paper (at 
some undetermined future date), however their initial response was that 
they view the guidance as flexible. They specifically pointed out that 
the language in the guidance says “should” vs. “must” in most cases 
and they are looking to WaMu to establish our own position on how 
the guidance impacts our business processes.) 

74. OTS Option ARM Neg Am Review, Workprogram 212A(1) & Nontradi- 

tional Mortgage Guidance Review, undated, (Wamu states that they do 
not engage in underwriting practices that heighten the need for a borrower 
to rely on the sale or refinancing of the property to make amortizing 
payment on the loans; and therefore they are not making collateral based 
loans. However the liberal use of the Low-Doc ! Stated Income loans raises 
the question of reliability of the declared income as being the primary 
repayment source.) 
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75. WaMu internal email, dated March 2007, re: Follow-up information to 
last evening’s call regarding subprime interagency guidance, etc. . . . 

(If we implement the NTM changes to all loans, then we’ll see additional 
drop of 33% of volume.) 469 

76. OTS internal email, dated March 2007, re: NTM Gap Analysis (I noted 
that several of our institutions make NINA loans. That, in my humble 
opinion is collateral dependent lending and deemed unsafe and unsound 

by all the agencies.) 472 

77. OTS internal email, dated April 2007, re: Wamu NTM Gap Analysis 
f. . . it’s only been a few months since the guidance came out so they 

may need more time to make the necessary adjustments.) 474 


Other Documents: 

78. OTS internal email, dated May 2007, re: Lunch Friday (Kerry Killinger, 
the CEO of Washington Mutual (WaMu) will be in town Friday and 


wants to have a lunch meeting. He’s my largest constituent assetwise.) 477 

79. OTS internal email, dated May 2007, re: NINA Loans (I note that WAMU 
makes a significant amount of No-doc loans. OTS policy states that no- 
doc loans are unsafe and unsound.) 478 


80. SEC correspondence to OTS, dated June 24, 2008, re: In the Matter 
of Washington Mutual, Inc. (. . . the SEC staff was advised by Wash- 
ington Mutual’s counsel. Josh Levine, that the OTS instructed Washington 
Mutual not to provide documents to the Commission relating to the OTS’s 
review of Washington Mutual’s appraisal processes or any communications 


between the OTS and Washington Mutual.) 481 

81. FDIC internal email, dated April 2008, re: Findings from Review of 

WAMU Basel II models (HELOC and credit cards) (It is clear, however, 
that OTS at all levels is very aware of the political clout of WAMU 
within their agency.) 483 

82. Office of Inspector General, Department of the Treasury/Federal Deposit 

Insurance Corporation, Evaluation of Federal Regulatory Oversight of 
Washington Mutual Bank, Report No. EVAL— 10-002, April 2010 484 


83. U.S. Government Accountability Office Testimony, FINANCIAL REGU- 
LATION: Review of Regulators’ Oversight of Risk Management Systems 
at a Limited Number of Large, Complex Financial Institutions, March 
18, 2009, GAO-09-499T, (. . . regulators had identified numerous weak- 
nesses in the institutions’ risk management systems before the financial 
crisis began. . . . However, the regulators said that they did not take 
forceful actions to address these weaknesses, such as changing their as- 
sessments, until the crisis occurred because the institutions had strong 
financial positions and senior management had presented the regulators 


with plans for change.) 582 

84. Center for Responsible Lending Report, The Second S&L Scandal — How 
OTS allowed reckless and unfair lending to fleece homeowners and cripple 
the nation’s savings and loan industry, by Michael Hudson and Jim 
Overton, January 2009 614 


85. WaMu internal email, dated, February 2005, re: Moving to Closure on 
Alliance Agreement (We agreed that the Freddie 65% minimum share 
(100% of option arms) proposal offers us between 26MM and 37MM on 
benefit depending on volume. . . . 39% of our 2005 home loans gain 


on sale comes from conforming option arms sales.) 643 

86. Washington Mutual, Pre-Meeting for Fannie Mae, March 12, 2004 644 

87. Freddie Mac — WaMu Meeting, July 28, 2005 656 

88. WaMu internal email, dated December 2004, re: Risks I Costs to Moving 

GSE Share to FH. 659 

89. WaMu internal email, dated April 2006, re: Business Arrangement wj 

Freddie Mac (Highlights of 2006 Freddie Mac Business Proposal) 662 

90. Washington Mutual, Fannie Mae Alliance and Freddie Mac Business 

Relationship Proposal 663 

91. GSE Forum, September 29, 2005 (Objectives of the Freddie ! Fannie Busi- 
ness Agreement) 667 
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92. WaMu — Excess Liquidity Forecast — ‘Break the Bank’ (Total excess liquid- 

ity was $47BN at the end of June 2008 which is consumed by the end 
of October as a result of significant deposit runoff and loss of wholesale 
funding sources) 680 

93. Correspondence from FDIC to the Permanent Subcommittee on Investiga- 

tions, dated September 17, 2010, regarding Memorandum of Under- 
standing among the FDIC and other bank regulators 681 

94. SEALED EXHIBIT: 2004-07 OTS Reports of Exam; 2007-09 EDIC Large 

Insured Depository Institution (LIDI) Reports; and 2008 FDIC Board 
Transcripts * 

* Retained in the files of the Subcommittee. 
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FRIDAY, APRIL 16, 2010 

U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Homeland Security 
AND Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:37 a.m., in room 
SD-106, Dirksen Senate Office Building, Hon. Carl Levin, Chair- 
man of the Subcommittee, presiding. 

Present: Senators Levin, Kaufman, and Coburn. 

Staff Present: Elise J. Bean, Staff Director/Chief Counsel; Mary 
D. Robertson, Chief Clerk; Allison F. Murphy, Counsel; Zachary 1. 
Schram, Counsel; Adam Henderson, Professional Staff Member; 
Nina E. Horowitz, Detailee (GAO); Jennifer Auchterlonie, Detailee 
(DOJ); Christopher Barkley, Staff Director to the Minority; An- 
thony G. Cotto, Counsel to the Minority; Ted Schroeder and Nhan 
Nguyen (Senator Kaufman); and Clark Porter (Senator McCaskill). 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. This is the second in 
a series of four Subcommittee hearings examining some of the 
causes and consequences of the 2008 financial crisis. Earlier this 
week, our first hearing used Washington Mutual Bank (WaMu), as 
a case history to illustrate how from 2004 to 2008 U.S. financial 
institutions loaded up on risk and churned out hundreds of billions 
of dollars in high-risk, poor-quality home loans to Wall Street in 
exchange for big fees. Together they initiated the economic assault. 

As regulated entities, most of these financial firms could not 
have done what they did unless their regulators let them. Today’s 
hearing asks why Federal bank regulators saw the shoddy lending 
practices, high-risk lending, and substandard securitizations, un- 
derstood the risk, but let the banks do it anyway. 

Washington Mutual was a thrift, so its primary Federal regu- 
lator was the Office of Thrift Supervision (OTS). WaMu was the 
largest single financial institution that OTS oversaw, with $300 bil- 
lion in assets, $188 billion in deposits, and 43,000 employees. 
WaMu’s fees alone paid for 12 to 15 percent of the OTS budget. Be- 
cause WaMu’s deposits were insured, the Federal Deposit Insur- 
ance Corporation (FDIC), served as a back-up regulator whose 
focus was on safeguarding the Deposit Insurance Fund. 

( 1 ) 
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Like other bank regulators, OTS was supposed to serve as our 
first line of defense against unsafe and unsound banking practices, 
but OTS was a feeble regulator. Instead of policing the economic 
assault, OTS was more of a spectator on the sidelines, a watchdog 
with no bite, noting problems and making recommendations, but 
not acting to correct the flaws and the failures that it saw. At 
times, it even acted like a WaMu guard dog trying to keep the 
FDIC at bay. 

To document what happened, we are releasing today another big 
book of documents as well as a joint report by the Treasury and 
FDIC Inspectors General examining shortcomings in OTS and 
FDIC oversight of Washington Mutual. Together they disclose an 
ineffective bank regulatory culture, hindered by weak standards, 
lax oversight, and agency infighting. 

Before its fall, Washington Mutual held itself out as a well-run, 
prudent bank that was a pillar of its community. But Tuesday’s 
hearing showed that behind closed doors, the bank’s management 
was surrounded by deep-seated problems, including shoddy lending 
practices and poor-quality loans. 

This chart, which is Exhibit li from Tuesday’s hearing, ^ shows 
how over a 5-year period from 2003 to 2008, Washington Mutual 
and its subprime lender. Long Beach, loaded up with risk. The 
bank dumped low-risk, 30-year fixed loans in favor of high-risk, 
subprime. Option ARM, and home equity loans. Low-risk loans 
shrunk, as we can see from that chart, from two-thirds of the 
bank’s originations to one-quarter. High-risk loans grew from one- 
third to three-quarters of the bank’s home loan business. 

Those high-risk loans were problem plagued. Tuesday’s hearing 
examined voluminous evidence of WaMu internal reviews finding 
poor-quality loans, fraud, errors, and other deficiencies. In one in- 
stance, a year-long internal WaMu probe found that two of WaMu’s 
top loan producing offices were issuing loans with fraud rates of 58 
percent and 83 percent. Another WaMu investigation 2 years later 
found that one of the office’s fraud rate was 62 percent. At still an- 
other loan office, a sales associate acknowledged “manufacturing” 
documents to support quick loan closings. 

Washington Mutual’s shoddy lending practices affected more 
than its own operations. WaMu and Long Beach sold or securitized 
most of their loans. As this chart shows, from 2000 to 2007 WaMu 
and Long Beach securitized at least $77 billion in subprime loans, 
stopping only when the subprime secondary market collapsed in 
September 2007. WaMu sold another $115 billion in Option ARM 
loans. Together WaMu and Long Beach dumped hundreds of bil- 
lions of dollars of toxic mortgages into the financial system like pol- 
luters dumping poison in a river. 

So where were the bank regulators? The painful fact is that they 
had a front-row seat to Washington Mutual’s high-risk lending 
strategy, its poor-quality loans, and substandard securitization 
practices but did little to stop it. The documents reviewed by the 
Subcommittee show that OTS knew all about Washington Mutual’s 
high-risk lending strategy. In fact, it was OTS that required the 
bank to get board approval of it in January 2005. OTS knew about 


^See Exhibit No. li, which appears in the Appendix on page 210. 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00016 Fmt 6633 Sfmt 6633 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


3 


VerDate Nov 24 2008 


WaMu’s shoddy lending practices, having repeatedly identified 
problems with the banks operations and examination reports year 
after year. Every time OTS listed a problem, it also told WaMu to 
take corrective action. But when the problem did not get fixed, OTS 
failed to force change. Instead, OTS wrung its hands as the bank 
sank into deeper and deeper waters. 

This chart. Exhibit Ic,^ provides a quick summary of some of the 
findings made by OTS over the years regarding failings in the un- 
derwriting — meaning lending — practices at Washington Mutual. 

Now, these are not all of the findings, but here are a few. Let 
us start with the year 2004. “Underwriting . . . remains less than 
satisfactory.” “[N]ot . . . successful in effecting change.” Then in 
2005, “Underwriting exceptions evidence lack of compliance with 
bank policy. Our concerns are increased with the risk profile of the 
portfolio. Deterioration in these [Long Beach] older securitizations 
is not unexpected.” 

Now, those 2005 findings came from a report on examination 
which stated more broadly, “We remain concerned with the number 
of underwriting exceptions and with issues that evidence lack of 
compliance with bank policy.” 

“The level of deficiencies, if left unchecked, could erode the credit 
quality of the portfolio. Our concerns are increased with the risk 
profile of the profile is considered, including concentrations in Op- 
tion ARM loans to higher-risk borrowers, in low and limited docu- 
mentation loans, and loans with subprime or higher-risk character- 
istics.” 

Now, unfortunately, the level of deficiencies were left unchecked. 
In fact, those deficiencies continued to run rampant. Here is 2006. 
“[CJontinuing weakness in . . . loan underwriting at Long Beach.” 
“Numerous instances of underwriter exceeding guidelines . . . 
[and] errors.” 

Now 2007, “[T]oo much emphasis on loan production ... at the 
expense of loan quality.” “[S]ubprime underwriting practices re- 
main less than satisfactory.” “[U]nderwriting exceptions and errors 
remain above acceptable levels.” 

And then, finally, in 2008, the year the bank failed, “[N]ot in 
compliance with the Interagency Guidance on Nontraditional Mort- 
gages.” “High SFR [single family residential loan] losses due in 
part to poor underwriting.” “[A]ctions should have been taken soon- 
er.” 

Those are all OTS’ observations about problems at WaMu year 
after year. In 2008, the year the bank collapsed, OTS said, 
“[A]ctions should have been taken sooner.” Well, actions should 
have been taken sooner also by OTS. OTS raised the concerns list- 
ed on this chart with WaMu’s top executives and board of directors 
for 5 straight years. Each year, WaMu promised to do better, but 
it did not, and OTS never took action to change that. 

At our Tuesday hearing, even WaMu officials expressed surprise 
at OTS’ reluctance to act. WaMu’s chief risk officer, Jim Vanasek, 
testified that, “What I cannot explain is why the superiors in the 
agencies did not take a tougher tone with the bank given the de- 
gree of negative findings.” Now, this is WaMu’s own risk officer. 


^ See Exhibit No. Ic, which appears in the Appendix on page 199. 
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“There seemed to be a tolerance there or a political influence on 
senior management of those agencies that prevented them from 
taking a more active stance. By a more active stance,” he said, “I 
mean putting the bank under letters of agreement and forcing 
change.” 

Mr. Vanasek’s successor as chief risk officer at WaMu, Ron 
Cathcart, testified on Tuesday: “The approach that the OTS took 
was much more light-handed than I was used to. It seemed as if 
the regulator was prepared to allow the bank to work through its 
problems and had a higher degree of tolerance than I had seen 
with other regulators.” 

Now, regulations work best when regulators stay at arm’s length 
from those that they regulate. But too often in this case, WaMu’s 
regulators were not at arm’s length. They were arm in arm. Over 
time OTS allowed Washington Mutual and Long Beach to load up 
on risk and engage in a host of unsafe and unsound practices. This 
chart, which is Exhibit Ib,^ lists some of them: targeting high-risk 
borrowers; steering borrowers to higher-risk home loans; offering 
teaser rates, interest-only, and negative amortizing loans; not 
verifying income; offering higher pay for making higher-risk home 
loans — that is, to their staff. That is just a few that I have read. 

Now, the documents show that more than one OTS examiner ex- 
pressed misgivings about these lending practices but never got the 
support of OTS management to end them. One WaMu examiner 
wrote that stated income loans — those are loans in which bor- 
rowers state their income without any verification — were “a flawed 
product that can’t be fixed and never should have been allowed in 
the first place.” 

Another OTS examiner tried to object to so-called no income and 
no assets (NINA) loans. That means loans in which there is no in- 
come and no assets numbers required to be provided by the bor- 
rower. An OTS policy official agreed, writing in a 2007 email that 
NINA loans are “collateral dependent” lending and deemed unsafe 
and unsound by all the agencies. But the OTS West Region dis- 
missed that analysis, allowing NINA loans, and called the OTS pol- 
icy official a “Lone Ranger.” 

Still another example involves Washington Mutual’s flagship 
product, the Option Adjustable Rate Mortgage. WaMu engaged in 
a host of shoddy lending practices that vastly increased the risks 
associated with its Option ARMs, such as permitting virtually 
every Option ARM borrower to make minimum payments which re- 
sulted in negatively amortizing loans in which the loan principal 
actually increased over time. Washington Mutual relied on rising 
house prices and refinancing to avoid payment shock and loan de- 
faults. For years, OTS said that WaMu should reduce the increased 
risks while watching the bank originate $30 to $60 billion or more 
on Option ARMs each year. It never took action to enforce its judg- 
ment. 

In 2004, OTS found that WaMu’s incentive compensation for loan 
officers failed to provide any money for loan quality. Volume and 
speed were king, and loan officers got paid more money for more 
risk. OTS recommended that WaMu “enhance its system to empha- 


^ See Exhibit No. lb, which appears in the Appendix on page 198. 
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size loan quality” and closed the finding based on WaMu’s promise 
to redesign its pay system. In 2005, OTS discovered that WaMu 
had not changed its compensation plan and again asked the bank 
to fix it. 

Well, 2008 came and WaMu discovered rampant fraud at one of 
its top loan producing offices, and its own staff faulted pay incen- 
tives that put loan speed before loan quality. In 4 years, WaMu 
had not fixed the problem. 

OTS had multiple enforcement tools to force change at WaMu. It 
could have required, for example, private board resolution or a pub- 
lic memorandum of understanding. It could have imposed a mone- 
tary fine or issued a cease-and-desist order. But OTS did not take 
any of those steps. It acted like a spectator, chronicling the bank’s 
failures rather than preventing them. OTS did not take enforce- 
ment action on its criticisms of the bank until 2008, which is the 
year that WaMu failed. 

Why was OTS so reluctant to act? Well, a 2007 email by OTS Di- 
rector John Reich, Exhibit 78, ^ supplies part of the answer. He 
wrote to his staff, “Kerry Killinger, the CEO of Washington Mutual 
(WaMu) will be in town Friday and wants to have a lunch meeting. 
He is my largest constituent. . . .” 

OTS viewed WaMu as its constituent, losing sight of the fact that 
OTS’ real constituents were not the banks that it oversaw but the 
American people that it was supposed to protect from unsafe and 
unsound banking practices. 

A 2005 email by the OTS examiner-in-charge at Washington Mu- 
tual is also telling. The examiner-in-charge wrote to his bosses, 
“[TJhis is just one of several symptoms of the ongoing broader prob- 
lem of getting their house in order from an underwriting stand- 
point. It has been hard for us to justify doing much more than con- 
stantly nagging — OK, ‘chastising — through ROE on examination 
and meetings, since they have not been really adversely impacted 
in terms of losses.” 

Think about that. The WaMu bank examiner felt he could not do 
more than nag the bank unless WaMu was losing money. 

The OTS Handbook, by the way, states explicitly that losses are 
not necessary for an examiner to take action, but the OTS exam- 
iner saw himself not just as a civil servant enforcing the law and 
protecting the banking system but as a nag. 

Still another part of the answer may be that WaMu was OTS’ 
largest bank and supplied the largest amount of fees of any bank. 
WaMu’s downfall began in 2006 when the value of its subprime 
loans began falling. In July 2007, after two credit rating agencies 
suddenly downgraded hundreds of subprime mortgage-backed secu- 
rities, the subprime market froze and banks like WaMu were left 
holding billions of dollars of suddenly unmarketable home loans. 
The value of those assets began plummeting. Washington Mutual 
recorded a $1 billion loss in the fourth quarter of 2007 and another 
$1 billion loss in the first quarter of 2008. 

Finally, in late February 2008, OTS downgraded the bank from 
a 2 to a 3 so-called “capital, asset quality, management, earnings, 
liquidity, and sensitivity” (CAMELS) rating. Now the CAMELS rat- 


^See Exhibit No. 78, which appears in the Appendix on page 477. 
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ing system is used by all the Federal bank regulators to rate the 
safety and soundness of financial institutions and measures cap- 
ital, asset quality, management, earnings, liquidity, and sensitivity 
to market risk. It uses a scale of 1 to 5, with 1 being the best rat- 
ing and 5 the worst. The ratings are normally not made public. 
Washington Mutual had a 2 rating for many years, which signifies 
a fundamentally sound bank. Once OTS assigned the 3 rating, 
which signifies a troubled bank, OTS policy required it to issue a 
public memorandum of understanding at the same time to correct 
the bank’s deficiencies. But OTS inexplicably did not. Instead, OTS 
waited until the next month and accepted a non-public board reso- 
lution in which WaMu’s board promised to fix problems but pro- 
vided no specific plans or deadlines for doing so. It was a kid-gloves 
approach that made absolutely no sense given the bank’s proWems, 
the intensifying financial crisis, and OTS’ own policy. 

In the meantime, the FDIC expressed increasing concerns about 
the bank with its internal Large Insured Deposit Institution (LIDI) 
reports showing the bank to b^e deteriorating. FDIC told the OTS 
that the bank should consider an outside purchaser. In March 
2008, WaMu invited potential buyers to the bank to review its in- 
ternal data. In April, WaMu announced it had lost another $3.2 bil- 
lion in the second quarter. JPMorgan Chase made an offer to buy 
the bank, but WaMu turned it down after raising $7 billion in cap- 
ital to reassure the market. 

In July 2008, IndyMac, another high-risk thrift on the West 
Coast, closed its doors. WaMu’s large depositors, fearing a similar 
fate at Washington Mutual, withdrew about $9 billion in a quiet 
run on the bank. Two months later, on September 15, 2008, Leh- 
man Brothers declared bankruptcy, and over the next 8 days 
WaMu depositors withdrew another $17 billion from the bank, trig- 
gering a liquidity crisis. 

On September 7, 2008, OTS took its first formal enforcement ac- 
tion against the bank, but it was way too little too late. After more 
than a month of trying to persuade OTS that WaMu should be 
downgraded to a 4 rating, the FDIC independently downgraded the 
bank on September 18, and OTS reluctantly followed suit that 
same day. By then the FDIC was contemplating whether the $300 
billion thrift, if it failed, might exhaust the entire Federal Deposit 
Insurance Fund, which then contained a total of about $45 billion. 

On September 25, 2008, due to the bank’s intensifying liquidity 
problems, the regulators finally pulled the plug. They felt the bank 
could not even make it to the end of the week, as their usual prac- 
tice, instead moved on a Thursday. OTS closed Washington Mutual 
and appointed the FDIC as its receiver. That same day, the FDIC 
sold the bank’s assets and deposits to JPMorgan Chase for about 
$1.9 billion. 

Critics complain that WaMu should not have been shut down, 
that it should have received a taxpayer bailout under the TARP 
program, emergency lending from the Federal Reserve, and SEC 
protection from short selling. Our focus, however, here is not on the 
regulators’ decision to close the bank, but on how regulators let the 
bank deteriorate to the point where its failure threatened to bust 
the Deposit Insurance Fund. 
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The fact is that our bank regulators failed us. OTS failed to stop 
Washington Mutual from engaging in high-risk lending practices 
that created a mortgage time bomb. It failed to force the bank to 
correct years-long deficiencies. It failed to cooperate with efforts by 
the FDIC to evaluate the bank’s operations. And it failed to stop 
the bank from sending toxic mortgages into the financial system 
and poisoning the secondary market. These failures were not lim- 
ited to Washington Mutual but were symptomatic of sectorwide 
failures that played a major role in the 2008 financial crisis. 

The Washington Mutual case history makes it clear that OTS 
had bought into the view that as long as Washington Mutual was 
profitable, the bank could continue its high-risk lending strategy. 
OTS management saw no reason to tighten lending standards even 
after its fellow regulators decided to issue joint guidance to 
strengthen lending standards for so-called nontraditional mort- 
gages. OTS argued against strong restrictions, noting internally 
fiiat they needed to go “on the offensive” to stop them, and then 
presenting data supplied by WaMu showing how stronger lending 
standards would reduce the bank’s business. The guidance was pro- 
mulgated by all the banking regulators in October 2006. Other 
agencies told their financial institutions to comply promptly, but 
OTS did not. In 2007, when the FDIC asked OTS to review WaMu 
loan files to evaluate its compliance with the guidance, OTS re- 
fused and disclosed it was giving its thrifts more time to comply. 

Meanwhile, WaMu had calculated that complying with the guid- 
ance would reduce its loan volume by 33 percent because fewer bor- 
rowers would qualify for loans. In an email to colleagues, WaMu’s 
chief risk officer argued “in favor of holding off on implementation 
until required to act for public relations or regulatory reasons.” By 
the time OTS made the guidance effective for its thrifts, the 
subprime secondary market had frozen and WaMu’s loan origina- 
tions had already dropped. 

At the same time the documents show that OTS’ reluctance to 
say no to WaMu, they show that OTS did have a backbone when 
it came to saying no to a fellow regulator. For many years, OTS 
and FDIC had shared a cooperative relationship in regulating 
Washington Mutual. In 2006, however, OTS practices abruptly 
changed. The West Region director told his staff, “The message was 
crystal clear today: absolutely no FDIC participation on any OTS 
1 and 2 rated exams.” Since WaMu had a 2 rating, OTS rejected 
the FDIC’s request to participate in a WaMu exam. 

OTS went further. It actually impeded FDIC’s examination ef- 
forts. It denied the FDIC examiner access to WaMu data, refused 
for several months to assign him space on site at the bank, and re- 
jected his request to review bank loan files. When the FDIC urged 
OTS to lower WaMu’s rating, OTS resisted. OTS fought this turf 
war at the same time the largest financial institution it was sup- 
posed to regulate was losing value, capital, and deposits. 

Now, OTS also took a narrow view of its responsibility to the 
U.S. banking system as a whole. The documents show that OTS al- 
lowed Washington Mutual to engage in high-risk lending in part 
because the bank did not plan to keep the high-risk loans on its 
books, but sold them into the marketplace. OTS never considered 
how dumping billions of dollars in toxic mortgages into the stream 
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of commerce would weaken the financial system and even come 
back to harm its own institutions. 

One OTS examiner commented on the agency’s approach in a 
2008 email as follows: “We were satisfied that the loans were origi- 
nated for sale. SEC and Fed were asleep at the switch with the 
securitization and repackaging of the cash flows, irrespective of 
who they were selling to.” 

OTS examiners knew that Washington Mutual and Long Beach 
were notorious for selling bad loans. As early as 2005, an OTS ex- 
aminer sent an email to colleagues with this description of Long 
Beach’s mortgage-backed securities: ^ “[Tissues [securitizations] 
prior to 2003 have horrible performance. LBMC finished in the top 
12 worst annualized NCLs [net credit losses] in 1997 and 1999 
thru 2003. ... At 2/05, LBMC was #1 with a 12% delinquency 
rate. Industry was around 8.25%.” Yet OTS took no steps to require 
Long Beach or Washington Mutual to clean up their securitizations 
or the bad loans underlying them. OTS just did not see it as part 
of its job, even while the flood of those toxic mortgages was slowly 
poisoning the secondary markets, leading to their collapse in the fi- 
nancial crisis of 2008. 

Finally, our bank regulators were not blind to the problems 
building up in the mortgage banking system. They knew. Instead 
of getting in the game, they sat on the bench. OTS in particular 
did not act on what it knew. It appeared to have been too close to 
the banks that it oversaw. The bottom line is that OTS never said 
no to any of the high-risk lending or shoddy lending practices that 
came to undermine WaMu’s portfolio, its stock price, its depositor 
base, and its reputation. The result was a bank failure, a financial 
system that it helped to poison with toxic mortgages, and an eco- 
nomic meltdown. 

Today we are examining what happened in this case history. The 
question for Congress is: How do we strengthen our regulatory cul- 
ture? 

On that somber note, I turn to my Ranking Member, Senator 
Coburn, for his insights, and I thank him again and his staff for 
their great support in this investigation. Dr. Coburn. 

OPENING STATEMENT OF SENATOR COBURN 

Senator Coburn. Well, Mr. Chairman, thank you for the great 
work the Subcommittee staff in a bipartisan way have done on 
this. I will summarize my thoughts about this so that we can get 
to business, and then I have a comment that I think we ought to 
pay attention to, because what we heard from your testimony is 
that regulators are not necessarily any better than the virtuous 
banks that they have been regulating, because both WaMu and 
OTS, by the record we have established, failed miserably and moti- 
vations can be questioned on both of their parts. 

The story of Washington Mutual’s relationship with OTS is a 
classic example of when a bank captures its regulator rather than 
a regulator doing its job. OTS had done over 31,000 examination 
hours at WaMu, the equivalent of 15 full-time employees per year. 
The institution was not lacking in Federal regulators. Between 


^See Exhibit No. 19, which appears in the Appendix on page 277. 
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2003 and 2008, 545 separate findings of problems with WaMu were 
discovered and noted. Forty-one percent of those were still out- 
standing at the time of WaMu’s failure. 

OTS noted weak risk management and poor underwriting in 
2003. They never even took one informal enforcement action 
against WaMu until 2008, and that was only after experiencing 
losses on the products. And they never took a formal enforcement 
action against WaMu. 

OTS is the primary regulator of 780 thrifts with assets of $1.07 
trillion and approximately 452 thrift holding companies with assets 
of $5.5 trillion. OTS budget is derived from the fees it is charging 
its banks. WaMu was, by far, OTS’ largest regulated thrift, $330 
billion, during the time in question. 

The lesson of OTS is not that we necessarily need more regu- 
lators, because clearly regulators can suffer the same flaws as 
banks — selfishness, shortsightedness, ineffectiveness. We need bet- 
ter incentives for both good investments and good regulation. 

Now, the questions that need to be raised. Where was the Con- 
gress in looking at OTS? What was the last time Congress did an 
oversight hearing on the effectiveness of the OTS or the FDIC prior 
to this downfall? You see, next week, we are going to put a finan- 
cial reform bill on the floor and we won’t have even completed 
these hearings until April 27, which are critical to understanding 
what is going on. We have asked a formal commission, for which 
we are spending a lot of taxpayer money, to give us a report on 
what happened with the bank failures and the run and the eco- 
nomic collapse that we experienced, and its report isn’t even done 
until 8 months from now. I would put forward that we are about 
to make the same mistakes that we are claiming and accusing 
those that are coming before us of. 

So with that, Mr. Chairman, I look forward to hearing what our 
witnesses have to say. I will be in and out because of an ongoing 
Judiciary hearing at the same time and appreciate again the work 
that you have done and the other staff. 

Senator Levin. Thank you very much. Senator Coburn. 

Let me call on Senator Kaufman, who we are so delighted to 
have with us here on this Subcommittee. 

Senator Kaufman. I think the two of you have pretty well 
summed up the problem and I am really looking forward to the tes- 
timony and the questions and answers, so I pass. 

Senator Levin. Thank you so much. Senator Kaufman. 

Now we call on our first panel of witnesses for this morning’s 
hearing, Eric Thorson, the Inspector General at the Department of 
the Treasury, Jon Rymer, Inspector General of the Federal Deposit 
Insurance Corporation. Thank you both for being with us today and 
for your work. We look forward to your testimony. 

As you both know, pursuant to Rule 6, all witnesses who testify 
before this Subcommittee are required to be sworn, so we would 
ask you both to stand up and raise your right hand. 

Do you swear that the testimony that you are about to give will 
be the truth, the whole truth, and nothing but the truth, so help 
you, God? 

Mr. Thorson. I do. 

Mr. Rymer. I do. 
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Senator Levin. Thank you very much. We will he using a timing 
system, so that a minute before the red light comes on, you will see 
the lights change from green to yellow, giving you an opportunity 
to conclude your remarks. Your written testimony will be printed 
in the record in its entirety. We would hope that you would at- 
tempt to limit your oral testimony to 5 minutes, and I think, Mr. 
Thorson, we are going to have you go first and then Mr. Rymer. 

TESTIMONY OF HON. ERIC M. THORSON, i INSPECTOR 
GENERAL, U.S. DEPARTMENT OF THE TREASURY 

Mr. Thorson. Chairman Levin, Senator Coburn, and Members of 
the Subcommittee, we thank you for the opportunity to be here 
today with my colleague, Mr. Rymer, to testify about our joint eval- 
uation of the failure of Washington Mutual Savings Bank. 

Over the past 2 years, our country has found itself immersed in 
a financial crisis that started when housing prices stopped rising 
and borrowers could no longer refinance their way out of financial 
difficulty. Since then, we have seen record levels of delinquency, 
defaults, foreclosures, and declining real estate values. As a result, 
securities tied to real estate prices have plummeted. Financial in- 
stitutions have collapsed. In many cases, these financial institu- 
tions seemed financially sound, but the warning signs were there 
as they were in the case of WaMu. At the time of its failure in Sep- 
tember 2008, WaMu was one of the largest federally insured finan- 
cial institutions, operating 2,300 branches in 15 States with assets 
of $307 billion. 

A very brief background. My office performs audits and inves- 
tigations of most Treasury bureaus and offices and that includes 
OTS. We are required to conduct what is known as a material loss 
review (MLR), whenever a failed Treasury regulated bank or thrift 
results in a loss of $25 million or more to the FDIC’s Deposit Insur- 
ance Fund. These MLRs determine the causes of an institution’s 
failure and assess the supervision exercised over that failed institu- 
tion. 

Since the WaMu failure did not result in a loss, it did not trigger 
a MLR by my office. Nonetheless, given the size of WaMu, Mr. 
Rymer and I decided that a MLR-like review was warranted. We 
completed that review on April 9, 2010. I will discuss the principal 
findings regarding the causes of WaMu’s failure and OTS’ super- 
vision of WaMu. Mr. Rymer will then follow with a discussion of 
FDIC’s role. 

WaMu failed because its management pursued a high-risk busi- 
ness strategy without adequately underwriting its loans or control- 
ling its risks. WaMu’s high-risk strategy, combined with the hous- 
ing and mortgage market collapse in mid-2007, left WaMu with 
loan losses, borrowing capacity limitations, and a falling stock 
price. In September 2008, WaMu was unable to raise capital to 
counter significant depositor withdrawals sparked by rumors of 
WaMu’s problems and other high-profile failures at the time. 

Mr. Chairman, as you pointed out in your opening statement, 
during the 8 days following the collapse of Lehman Brothers in 
2007, they experienced net deposit outflows of $16.7 billion. 


^The prepared statement of Mr. Thorson appears in the Appendix on page 101. 
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With the severity and swiftness of the financial crisis, while that 
contributed to WaMu’s failure, it is also true that WaMu was un- 
done by a flawed business strategy. In 2005, it shifted away from 
originating traditional single-family homes towards the riskier 
subprime loans and Option Adjustable Rate Mortgages, also known 
as Option ARMs. They pursued this new strategy in anticipation 
of higher earnings and to compete with Countrywide Financial Cor- 
poration, who it viewed as its strongest competitor. 

To give the Subcommittee a sense of the profits that could be 
made, at least in the short term, with the type of non-traditional 
loan products that WaMu pursued, in 2006, WaMu estimated that 
its internal profit margin on Option ARMs was more than eight 
times that of government-backed loans, FHA or VA, and nearly six 
times that of normal fixed-rate 30-year loans. WaMu saw these 
riskier loan vehicles as an easy way to substantially increase its 
profitability. Unfortunately, they expanded into these riskier prod- 
ucts without the appropriate level of risk management controls 
needed to effectively manage that risk. 

With respect to OTS’ supervision, WaMu was the largest institu- 
tion under OTS’ regulation. At the time, it represented as much as 
15 percent of OTS’ fee revenue, and I should point out that like the 
other bank regulators, OTS is not taxpayer funded. It is funded 
with fees collected from those that it regulates. So that meant that 
OTS was collecting more than $30 million from WaMu annually. 

OTS conducted regular risk assessments and examinations that 
rated their overall performance satisfactory through the early part 
of 2008, though supervisory efforts, however, did identify the core 
weaknesses that eventually led to WaMu’s demise — high-risk prod- 
ucts, poor underwriting, and weak risk controls. Issues related to 
poor underwriting and weak risk controls were noted as far back 
as 2003, but the problem was OTS did not ensure that WaMu ever 
corrected those weaknesses. 

We had a hard time understanding why OTS would allow these 
satisfactory ratings to continue given that, over the years, they 
found the same things over and over. Even in WaMu’s asset quality 
in their reports of examination, they wrote, “We believe the level 
of deficiencies, if left unchecked, could erode the credit quality of 
the portfolio. We are concerned further that the current market en- 
vironment is masking potentially higher credit risk.” And despite 
what I just read to you, which was out of their own reports, it was 
not until WaMu began experiencing losses in 2007 and into 2008 
that they began to downgrade their rating. 

When we asked OTS examiners why they did this, why they 
didn’t lower it earlier, they told us that even though underwriting 
risk management practices were less than satisfactory, they were 
making money and loans were performing. As a result, they 
thought it would be difficult to lower the asset quality rating, and 
this position surprised us because their own guidance states, “If an 
association has high exposure to credit risk, it is not sufficient to 
demonstrate that the loans are profitable or that the association 
has not experienced significant losses in the near term.” Given this 
guidance, those things should have been done much sooner. 

In fact, OTS did not take a single safety and soundness enforce- 
ment action until 2008, and even then, what they took was quite 
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weak. As troubling as that was, we became even more concerned 
when we discovered that OTS West Region Director overruled 
issues raised by his own staff with regard to one of those enforce- 
ment actions, which you mentioned, Mr. Chairman, the March 
2008 Board Resolution. The Board Resolution only addressed 
WaMu’s short-term liquidity issues and did not require it to ad- 
dress systemic problems repeatedly noted by OTS. 

Despite the concerns of his own staff, the OTS West Region Di- 
rector approved the version of the Board Resolution written by 
WaMu. And as previously reported by my office, this was the same 
OTS official who also gave approval for IndyMac to improperly 
backdate a capital contribution to maintain its well-capitalized po- 
sition just 2 months before IndyMac collapsed. 

As a final note, I just want to make one comment quickly about 
the contributions of our outstanding staff, which I always do in 
these things. I want to mention Marla Freedman, Bob Taylor, Don 
Benson, Jason Madden, and Maryann Costello, because it is their 
work that allows me to come here and read these statements. 

I thank you for the opportunity to be here and will answer what- 
ever questions you have. 

Senator Levin. Thank you. Your appreciation of staff, I know, 
comes from long experience on Capitol Hill some years ago. We re- 
member you well. 

Mr. Rymer. 

TESTIMONY OF HON. JON T. RYMER, i INSPECTOR GENERAL, 
FEDERAL DEPOSIT INSURANCE CORPORATION 

Mr. Rymer. Good morning, Mr. Chairman, Ranking Member 
Coburn, and Senator Kaufman. Thank you for the opportunity to 
appear here today and present the results of the Federal Deposit 
Insurance Corporation Office of Inspector General work relating to 
Washington Mutual Bank. 

WaMu represents the largest bank failure to date. At the time 
of its failure, WaMu operated over 2,300 branches in 15 States and 
had assets of $307 billion. Because of WaMu’s size, the cir- 
cumstances leading up to the failure, and the non-Deposit Insur- 
ance Fund losses, such as shareholder value, we initiated a review 
of WaMu to evaluate the actions of the Office of Thrift Supervision 
and the FDIC. We very much appreciate the cooperation we re- 
ceived from the OTS and the FDIC in conducting our work, and we 
appreciate the contributions by my colleagues at the Department of 
Treasury OIG. 

As Mr. Thorson did, I would like to recognize key members of my 
staff who participated in this review. They are Peggy Wolf, Ann 
Lewis, Diana Chatfield, and Andriana Rojas, and they were led by 
Marshall Gentry. This is a very important project for our staff. 

Our resulting report is unique. It provides a comprehensive look 
at a failed institution from both the primary and back-up regu- 
latory perspectives and has resulted in significant insights regard- 
ing the effectiveness of each and the interplay between the two. We 
released the report yesterday afternoon on our public Website. 


^The prepared statement of Mr. Rymer appears in the Appendix on page 119. 
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As you just heard Mr. Thorson say, Treasury OIG focused on the 
causes of WaMu’s failure and the OTS supervision of the institu- 
tion. My office focused on the FDIC’s role as insurer and back-up 
supervisor. My statement discusses an over-reliance on an institu- 
tion’s safety and soundness, or CAMELS, rating and capital levels 
for the purpose of assessing the risk that the institution may pose 
to the Insurance Fund. My statement will also highlight the FDIC’s 
regulatory tools to mitigate risk, noting significant limitations in 
the interagency agreement related to information sharing and 
back-up examination authority. 

The FDIC was the deposit insurer for WaMu and was responsible 
for monitoring and assessing WaMu’s risk to the fund. Prior to its 
failure, WaMu was the eighth-largest institution insured by the 
FDIC. 

The FDIC conducted its required monitoring of WaMu for the pe- 
riod covered for our review, and that is 2003 to 2008, and it identi- 
fied risks with WaMu that ultimately caused its failure, namely a 
high-risk lending strategy, liberal underwriting, and inadequate in- 
ternal controls. 

FDIC monitoring indicated more risk at WaMu than was re- 
flected in the OTS CAMELS ratings. FDIC also identified the sig- 
nificance of those risks earlier than OTS. However, the risks noted 
in the FDIC monitoring reports were not reflected in WaMu’s de- 
posit insurance premium payments. This discrepancy occurred be- 
cause the deposit insurance regulations rely on the CAMELS rat- 
ings and regulatory capital levels to gauge risk and assess related 
deposit insurance premiums. 

Because OTS examinations results rated WaMu as fundamen- 
tally sound from 2003 to 2007, increases in deposit insurance pre- 
miums were not triggered. Additionally, because of statutory limi- 
tations and congressionally-mandated credits, WaMu paid $51 mil- 
lion, or only about a quarter of the $216 million in deposit pre- 
miums it was assessed during the period of 2003 to 2008. The 
FDIC estimates that WaMu’s failure could have caused, as you said 
earlier, Mr. Chairman, a $41.5 billion loss to the Deposit Insurance 
Fund. 

The FDIC has three primary tools at its disposal to address the 
risk that it identified at WaMu. One is back-up examination au- 
thority. Two is challenging the OTS CAMELS ratings. And three 
is regulatory enforcement actions. The FDIC made use of some, but 
not all, of these tools. 

Back-up examination authority allows the FDIC to conduct its 
own examination of non-FDIC supervised institutions when the 
FDIC believes it is necessary to determine the condition of the in- 
stitution for insurance purposes. The FDIC, OTS, Office of the 
Comptroller of the Currency, and the Federal Reserve entered into 
an interagency agreement in 2002 that provided guidance on invok- 
ing back-up examination authority, including the sharing of insti- 
tution information. 

According to the terms of the interagency agreement, the FDIC 
needed to request permission from OTS to begin back-up examina- 
tion authority. This would have allowed FDIC examiners to review 
information on-site at WaMu so they could better assess WaMu’s 
risk to the fund. The interagency agreement required FDIC to 
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prove to OTS that WaMu exhibited one of the following: A height- 
ened level of risk, meaning WaMu was rated a 3, 4, or 5, and was 
undercapitalized, or material deteriorating conditions, or other ad- 
verse developments that could result in WaMu’s becoming troubled 
in the near term. 

The logic of this interagency agreement is circular. The FDIC 
must show a specific level of risk at an institution to receive access, 
but the FDIC needs access to the information to determine the risk 
to the fund. OTS resisted providing FDIC examiners greater on-site 
access to WaMu information because they didn’t feel that the FDIC 
met the requisite need for information, according to the terms of 
the interagency agreement, and believed that the FDIC could rely 
on the work performed by the OTS examiners. OTS did grant FDIC 
greater access at WaMu, but limited FDIC’s review of WaMu’s resi- 
dential loan files. The FDIC wanted to review these files to assess 
underwriting and WaMu’s compliance with the Non-Traditional 
Mortgage Guidance. 

In May 2008, FDIC began for the first time using its second reg- 
ulatory tool, challenging the CAMELS rating, to challenge the OTS 
safety soundness ratings at WaMu. However, OTS was reluctant to 
lower its rating of WaMu from a 3 to a 4, in line with FDIC’s view. 
OTS and FDIC resolved the ratings disagreement 6 days prior to 
WaMu’s failure, when OTS lowered its rating to agree with FDIC’s 
rating. By that time, the rating downgrade had no impact on 
WaMu’s insurance premium assessment or payments. 

Finally, the FDIC chose not to invoke its third tool, its enforce- 
ment powers. FDIC has statutory authority to impose its own en- 
forcement actions on an institution to protect the fund, provided 
statutory and regulatory procedures are followed. According to the 
FDIC, it did not use those powers for WaMu because it believed the 
steps to use those powers were too cumbersome. 

Key conclusions, our report highlighted two major concerns re- 
lated to the deposit insurance regulations and the interagency 
agreement governing back-up authority. We made two recommen- 
dations to address these concerns. The FDIC has concurred with 
both recommendations and is working to implement these rec- 
ommendations by year end. 

Mr. Chairman, this concludes my statement and I would be 
happy to answer any questions you may have. Thank you. 

Senator Levin. Thank you both, and thank you for your reports, 
which, of course, will be made part of the record. They are invalu- 
able and very objective assessments which are important for Con- 
gress as we consider regulatory financial reform, so those reports 
of yours are going to be very helpful to us. 

In Exhibit 14, ^ Mr. Eranklin, one of WaMu’s former examiners, 
said that stated income loans were “a flawed product that can’t be 
fixed and never should have been allowed in the first place.” OTS 
management told them that was not OTS’ policy. Now, those stated 
income loans are where income is stated on an application, but 
there is no verification for it. If you look at Exhibit 14, that letter 
from Mr. Eranklin, not only does he say these loans are a terrible 
mistake, but he also says, “I concur totally on the W-2 borrowers. 


^See Exhibit No. 14, which appears in the Appendix on page 261. 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00028 Fmt 6633 Sfmt 6633 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


15 


VerDate Nov 24 2008 


The worst cases I saw were instances where the W-2 was in the 
file and the information was redacted out.” How is that for 
unbelievability? You have got a W-2 in the file and the income is 
redacted. That is what was going on here. 

Then you look at Exhibit 79. ^ Another OTS official voiced his 
concern over another kind of loan where there is no income and no 
asset figures that are shown — this was May 2007 — saying that 
these are unsafe and unsound. We had Mr. Vanasek on Tuesday, 
WaMu’s former Chief Risk Officer, testifying that loan application 
forms without verification led to fraud. And in fact, on some loan 
application forms, he also testified that WaMu loan officers were 
coaching the people who were filing the forms. 

Do any banking regulators now ban the practice of no stated 
loans and these NINA loans, in other words, where income is not 
stated, the so-called stated income loans but there is no proof, and 
where NINA loans are allowed? Do you know of any current regu- 
lator that disallows those kind of loans? 

Mr. Rymer. Sir, it was not in the Non-Traditional Mortgage 
Guidance, so other than that, I am not aware of any. 

Senator Levin. Do you know of any, Mr. Thorson? 

Mr. Thorson. I am not aware of anybody doing that now. 

Senator Levin. Is there now significant proof that stated income 
and NINA loans are risky loans? 

Mr. Thorson. The ability to state your own income is — especially 
I had not seen it before about redacting out W-2s. We talk a lot 
about risk here. You are just increasing the risk exponentially 
when you do something like that. I guess it still comes down, if I 
were on the other side trying to argue, well, the strength of the 
borrower, etc. But the problem is, you can’t assess the strength of 
the borrower and that has got to be at the foundation of under- 
writing, risk assessment, risk management of any of this. 

Senator Levin. Without that information? 

Mr. Thorson. Right. 

Senator Levin. Right. Do you agree with that, Mr. Rymer? 

Mr. Rymer. Yes, sir, I do. I really can see no practical reason 
from a banker’s perspective or lender’s perspective to encourage 
that. That is just, to me, an opportunity to essentially encourage 
fraud. 

Senator Levin. Now, on the Option ARMs issue, OTS allowed 
Washington Mutual to originate hundreds of billions of dollars in 
these Option Adjustable Rate Mortgages, these Option ARMs. OTS 
was also allowing the bank to engage in a set of high-risk lending 
practices in connection with the Option ARMs. Some of these high- 
risk lending practices included low teaser rates as low as 1 percent 
in effect for as little as a month to entice borrowers; qualifying bor- 
rowers using lower loan payments than they would have to pay if 
the loan were recast; allowing borrowers to make minimum pay- 
ments, resulting in negatively amortizing loans; approving loans 
presuming that rising housing prices and refinancing would enable 
borrowers to avoid payment shock and loan defaults. 

Now, it was the Option ARM loans in 2008 that was one of the 
major reasons that investors and depositors pulled their money 


^See Exhibit No. 79, which appears in the Appendix on page 478. 
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from the bank, and did those Option ARMs, particularly when con- 
nected with those other factors, raise a real safety and soundness 
problem at WaMu? Mr. Thorson. 

Mr. Thorson. Well, the first thing they do is, of course, they lead 
to a negative amortization or building up of the principal. That is 
one. Second of all, they mask the ability of the borrower to repay. 
If I can elect, as the borrower, a payment that is even less than 
the interest, what does that really tell me about my ability to make 
normal payments or to pay down the principal? 

The other thing, and one that I think you all are dealing with 
in the regulatory reform, is the fact that you are not doing the bor- 
rower any favor here, either. They may be very tempted to take 
this loan with this, I think you termed it a teaser rate. But many 
of these rates jumped up 6 months, a year, a very short period of 
time, and while a lot of people may believe that they could handle 
that or they would figure a way around it or refinance or whatever, 
the truth is, they couldn’t. And the only people who really bene- 
fitted from these loans were the people who made the commissions 
off them. Certainly the borrower, and you see it today in all these 
foreclosures, they didn’t get benefit from those loans. 

Senator Levin. Mr. Rymer. 

Mr. Rymer. I think what you have here is a combination of not 
only very aggressive loan products, the Option ARMs, the purchase 
of subprime loans that they did, the home equity line of credit 
(HELOC) loans that they did, coupled with lax underwriting stand- 
ards, and then over that very lax enterprise risk management proc- 
esses. So I think the products themselves were risky. The adminis- 
tration of those products, the underwriting of those products were 
risky. And then the management and control after those loans were 
originated was really inadequate. 

Senator Levin. I think regulators banned negatively amortizing 
credit card loans about 5 years ago. Should we do the same thing 
relative to home loans? 

Mr. Rymer. Sir, I certainly think it should be considered. I think 
there could be cases where, if there is sufficient collateral, suffi- 
cient loan-to-value circumstances, that a negatively amoritizing 
loan might be considered, but certainly as we saw here, these loans 
were extraordinarily risky, and coupled with the Option ARM, they 
were extraordinarily risky for the banks. I think you should con- 
sider that. 

Senator Levin. Any comment, Mr. Thorson? 

Mr. Thorson. I agree completely with that. I think the truth is, 
the strength of the borrower, tremendous strength of a borrower 
may make in some odd situation that I can’t really think of, make 
that worthwhile. But in that case, you would have a borrower so 
strong they wouldn’t need that. Yes, sir, I would agree with Mr. 
Rymer on that. 

Senator Levin. All right. Take a look at Exhibit lc,i if you 
would. Now, this chart summarizes some of the key criticisms that 
OTS made of WaMu each year from the years 2004 to 2008. That 
chart is really not the half of it. I want to read you what those ex- 
cerpts come from. This is what OTS found in those years. 


^ See Exhibit No. Ic, which appears in the Appendix on page 199. 
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In 2004 — this is Exhibit Id^ — “Underwriting of SFR loans re- 
mains less than satisfactory.” One of the three causes of under- 
writing deficiency was “a sales culture focused on building market 
share.” Further down, “The level of underwriting exceptions in our 
samples has been an ongoing examination issue for several years 
and one that the management has found difficult to address.” The 
“review of 2003 originations disclosed critical error rates as high as 
57.3 percent of certain loan samples. . . .” 

In 2005, single-family residential loan underwriting, “This has 
been an area of concern for several exams.” The next quote on Ex- 
hibit Id, “[Securitizations] prior to 2003 have horrible performance. 
. . . At 2/05 Long Beach was #1 with a 12% delinquency rate.” 
Next, “We continue to have concerns regarding the number of un- 
derwriting exceptions and with issues that evidence lack of compli- 
ance with Bank policy.” 

The next quote, “[T]he level of deficiencies, if left unchecked, 
could erode the credit quality of the portfolio. Our concerns are in- 
creased when the risk profile of the portfolio is considered, includ- 
ing concentrations in Option ARM loans to higher-risk borrowers, 
in low and limited documentation loans and loans, with subprime 
or higher-risk characteristics.” 

Then in 2006, first quote on that exhibit, near the bottom, 
“[Ujnderwriting errors [] continue to require management’s atten- 
tion.” Next, “Overall, we concluded that the number and severity 
of underwriting errors noted remain at higher than acceptable lev- 
els.” Next, “The findings of this judgmental sample are of par- 
ticular concern since loans with risk layering . . . should reflect 
more, rather than less, stringent underwriting.” 

In 2007, “Underwriting policies, procedures, and practices were 
in need of improvement, particularly with respect to stated income 
lending.” Next, “Based on our review of 75 subprime loans origi- 
nated by LBMC, we concluded that subprime underwriting prac- 
tices remain less than satisfactory. . . . Given that this is a repeat 
concern, we informed management that underwriting must be 
promptly corrected or heightened supervisory action would be 
taken.” 

Next, 2008, “High single-family losses due in part to downturn 
in real estate market but exacerbated by: geographic concentra- 
tions, risk layering, liberal underwriting policy, poor underwriting.” 

Year after year after year, we have these kind of findings by the 
OTS. Would you agree these are serious criticisms, Mr. Thorson? 

Mr. Thorson. What it points out is that they were actually find- 
ing things. The people on the ground, the people in the banks were 
finding things. I wrote down two points you made in your opening 
statement. You talked about arm’s length and you talked about ac- 
tion sooner, and that is what this is really all about is they were 
finding these things. They just were hesitant to do anything about 
it. 

Senator Levin. Were they serious criticisms? 

Mr. Thorson. Are they serious? 

Senator Levin. Yes. 

Mr. Thorson. Absolutely. 


2 See Exhibit No. Id, which appears in the Appendix on page 200. 
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Senator Levin. Mr. Rymer, would you agree? 

Mr. Rymer. Yes, sir. I agree with what Mr. Thorson said. I think 
that the examiners, from what I have seen here, were pointing out 
the problems, underwriting problems, riskier products, concentra- 
tions, distributions, and markets that may display more risk — they 
were all significant problems and they were identified. At the end 
of the day, though, I don’t think forceful enough action was taken. 

Senator Levin. But they are serious enough that enforcement ac- 
tion was needed because management was not addressing it. Is 
that a fair conclusion? 

Mr. Rymer. Yes, sir, it is. 

Senator Levin. Mr. Thorson, do you agree with that? 

Mr. Thorson. Yes. 

Senator Levin. We cannot find a single formal enforcement ac- 
tion that OTS took against WaMu from 2004 to 2008, no board res- 
olutions, no memoranda of understanding, no fines. Now, the ques- 
tion is whether or not that is typical for OTS, and I would ask you 
on this, Mr. Thorson, as you are Treasury IG, you have done, I 
think, a number of similar reviews. What were your findings rel- 
ative to the speed with which examiners were reacting? 

Mr. Thorson. As you have said, we have completed 17 of these, 
and we have 33 in progress, and this is both Office of Comptroller 
of the Currency and OTS. And one of the things that we have seen 
here is the fact this is not unusual. This is pretty commonplace. It 
is more than OTS. And it is a matter of they find these things, they 
hesitate to take any action, whether it is because they get too close 
after so many years or they are just hesitant or maybe even the 
amount of fees enters into it. I do not know. But whatever it is, 
this is not unique to WaMu and it is not unique to OTS. 

Senator Levin. Does the FDIC want to comment on this? Do you 
have similar findings at FDIC? 

Mr. Rymer. Well, sir, we have done 56 material loss reviews so 
far. I would say that the comment made earlier about examiners’ 
ability to identify problems is consistent, and I think they have 
done a good job. I would not necessarily say that of those 56 that 
we have not seen enforcement actions. We have seen enforcement 
actions in many of them. So I would not say that the FDIC was 
not taking or not acting on enforcement actions. 

Senator Levin. In that regard, you have a somewhat different 
conclusion or experience than does Mr. Thorson. That is fair 
enough. 

Now, if you look at Exhibit 32, i here you will see Lawrence 
Carter, who is the examiner-in-charge at WaMu, writing to his 
boss, Darrel Dochow, who will be testifying later, writing in 2006, 
“At some level, it seems we have to rely on our relationship and 
their understanding that we are not comfortable with current un- 
derwriting practices and don’t want them to grow significantly 
without having the practices cleaned up first. I’m sure we made 
that very clear.” 

What is your reaction to the comment of the examiner-in-charge 
that OTS has to rely on its relationship with WaMu to get them 
to clean up their underwriting practices? Does it have to rely on 


^See Exhibit No. 32, which appears in the Appendix on page 328. 
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its relationship? What about enforcement power? What about the 
tools that it has to enforce? 

Mr. Thorson. You are exactly right, and we pointed out, I think, 
in the testimony that one of the problems here was when they 
would point these things out, they relied on WaMu’s systems to tell 
them whether these actions were ever taken. And clearly, in any 
oversight role, that is unacceptable. So the very foundation of how 
they were approaching whether or not these actions were ever cor- 
rected or these recommendations were ever corrected is improper. 

Senator Levin. And as I think you just testified a moment ago, 
you observed a similar reluctance to use enforcement tools at other 
banks overseen by OTS. 

Mr. Thorson. Correct. 

Senator Levin. Now, if you look at Exhibit 6,^ OTS apparently 
felt it could not force WaMu to change its ways as long as it was 
profitable. We have already commented on that, and you have com- 
mented on that. Exhibit 6, the OTS examiner-in-charge, Lawrence 
Carter, wrote on page 2, “It has been hard for us to justify doing 
much more than constantly nagging — (okay, ‘chastising’) — through 
ROE and meetings, since they have not been really adversely im- 
pacted in terms of losses.” And I think you have already testified 
to this, but I think it has got to be really driven home. 

Is it proper for an examiner to say that we really cannot do much 
more than jawbone or nag because they have not yet really ad- 
versely been impacted in terms of losses by the flaws and the mis- 
takes that we have identified? Is that proper? 

Mr. Thorson. No. In fact, I think I quoted a small excerpt from 
their own guidance that mentioned the fact that profitability and 
performance of loans is not a qualification to withhold any enforce- 
ment action. 

Senator Levin. All right. And, Mr. Rymer, do you have a com- 
ment on that? 

Mr. Rymer. Yes, sir, just to follow up, I mean, Mr. Thorson was 
alluding to the guidance. The OTS guidance says, “If an association 
has a high exposure to credit risk, it is not sufficient to dem- 
onstrate that the loans are profitable or that the association has 
not experienced significant loan losses in the near term.” That is 
directly from the OTS Handbook. 

Senator Levin. Now, in a departure from its usual practices, 
OTS did not independently track its finding in WaMu’s responses. 
Instead, it relied on WaMu’s ERICS tracking system. Didn’t that 
make OTS dependent on WaMu, Mr. Thorson? 

Mr. Thorson. I believe it does. 

Senator Levin. Did you have trouble, both of you, tracking OTS’ 
findings and whether WaMu implemented them? In other words, 
because of the use of a different tracking system, did that give you 
trouble to track the OTS findings? 

Mr. Thorson. It would in any case because of the fact that it is 
not an independent system, and I think to really be effective it has 
to be independent. I cannot tell you why OTS does not have an 
independent system for tracking these measures of compliance. I do 
not know. 


^See Exhibit No. 6, which appears in the Appendix on page 224. 
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Senator Levin. OK. Do you have any comment on that, Mr. 
Rymer? 

Mr. Rymer. Just to follow up, sir, there were, I think, as you 
mentioned, 548 criticisms or observations or recommendations that 
were made by OTS examiners, and we tried to track most of those 
down. I think there were 50 or so that we really could not deter- 
mine what had happened with them, again, because they were in 
the books and records of the bank and not OTS. 

Senator Levin. And not independently able to track them? 

Mr. Rymer. Yes, sir, that is correct. 

Senator Levin. Thank you. Dr. Coburn. 

Senator Coburn. Thank you all for your testimony. As I sat here 
and listened to both the opening statement of the Chairman and 
to your statements, I come to the conclusion that actually investors 
would have been better off had there been no OTS because, in es- 
sence, the investors could not get behind the scene to see what was 
essentially misled by OTS because they had faith the regulators 
were not finding any problems, when, in fact, the record shows 
there are tons of problems, just there was no action taken on it. 
Was OTS’ behavior that we see in the record, and as outlined by 
the Chairman, worse than not having — or not doing anything? I 
mean, we had people continually investing in this business on the 
basis — as a matter of fact, they raised an additional $7 billion be- 
fore they collapsed, on the basis that OTS said everything was fine, 
when, in fact, OTS knew everything was not fine and was not get- 
ting it changed. Would you agree with that statement or not? 

Mr. Thorson. Yes, sir. I think I pulled back a point in my state- 
ment that said basically assigning a “satisfactory” rating when con- 
ditions are not is contrary to the very purpose for which regulators 
use a rating system. I think that is what you are saying. 

Senator Coburn. Any comments on that, Mr. Rymer. 

Mr. Rymer. I would agree with Mr. Thorson. 

Senator Coburn. OK. Mr. Thorson, in your testimony you say 
that WaMu failed because its management pursued a high-risk 
business strategy that loosened underwriting too much. It is your 
belief that the high-risk strategy could have been OK with proper 
controls in place? 

Mr. Thorson. I think almost any system, by definition, proper 
risk controls would say, yes, we can control that. So I guess to 
some degree, yes, you could say that. But the real-life examples are 
once you begin to institute those kind of policies and become much 
more lax, and especially in underwriting, which is really your safe- 
guard, your final look before you do these packages, it is pretty 
hard to really understand what kind of a system you would put in 
place to control that. But definition-wise, yes. In the real world, 
probably not. 

Senator Coburn. And also the amount as relative to the risk of 
the risky instruments that you are procuring and selling. 

Mr. Thorson. Right. 

Senator Coburn. On page 6 of your testimony, you said, “OTS 
relied largely on WaMu management to track progress in cor- 
recting examiner-identified weaknesses and accepted assurances 
from WaMu management and its board of directors that problems 
would be solved.” Do you mean to imply by this that OTS had no 
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system in place to find out if WaMu was correcting the problems 
it said it was? And was there any evidence that if WaMu said it 
was correcting the problem, they went back in to see if, in fact, 
that happened? 

Mr. Thorson. It is my understanding that they relied on 
WaMu’s system for tracking. 

Senator Coburn. So there was no secondary follow-up by OTS to 
changes that were requested by OTS. They took the assurance that 
WaMu had completed the changes and they trusted WaMu. 

Mr. Thorson. Not to my knowledge, but I will check that to 
make sure, because I want to give them credit. If they did have a 
system and I am just not aware of it, I want to make sure you 
know that. So I will certainly double-check that and provide it for 
you. But I am not aware of one. 

Senator Coburn. To your knowledge, was it common practice at 
OTS to issue recommendations to banks and then simply take their 
word? 

Mr. Thorson. Yes. 

Senator Coburn. OK. Was WaMu an exception to that? In other 
words, did they do that with the rest of the thrifts? 

Mr. Thorson. I would prefer to make sure I am accurate on that. 
I would like to give you a follow-up answer on that because I want 
to make sure I am correct. 

[The information follows:] 

information provided for the record 

“OTS tracked the status of WaMu’s progress in correcting findings in WaMu’s own 
Enterprise Risk Issue Control System (ERICS). According to OTS, WaMu was the 
only thrift OTS monitored in this manner. Other thrifts under OTS superision are 
monitored using OTS’ internal Examination Data System/Reports of Examination 
(EDS/ROE).” 

Senator Coburn. Mr. Rymer, join in here. 

Mr. Rymer. I believe, sir, that as far as I can tell, WaMu was 
unique in the fact that OTS does have a tracking system, at least 
in place now, and perhaps it was put in place recently. But WaMu 
was the only bank, I believe, OTS said that it was allowing to track 
its own recommendations. 

Senator Coburn. Well, I would have no doubt that OTS has a 
system today, especially in light of the hearings that have been 
held. It would be important if you all could give us what your find- 
ings were in terms of when you saw that, because if, in fact, you 
are looking at WaMu, you have got to be looking at OTS as you 
did that. When, in fact, did they institute that system? Or did they 
have that system in place all along and ignored it with WaMu? Be- 
cause now we have become criminally negligent if, in fact, we are 
using selective tools of enforcement for one thrift organization as 
to another. 

Is it true in your findings that there was no internal tracking 
system at OTS to look at all of their enforcement actions against 
WaMu? 

Mr. Thorson. No. In fact, as I go back and look at the longer 
statement, one thing I think I can make pretty clear with that is 
the examiners told us they had a process for reviewing the correc- 
tive actions, but they took, as you termed it, the ERICS reports, 
they divided them up among the OTS examiners based on each ex- 
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aminer’s area of responsibility. Then each examiner was respon- 
sible for determining whether the ERICS reports — in other words, 
WaMu’s internal reports — properly reflected the status of the find- 
ings and then, if satisfied, they just sign off. 

Senator Coburn. Without a follow-up check-up. 

Mr. Thorson. Right. 

Senator Coburn. Mr. Rymer, you note in your testimony some 
of the parallels between IndyMac, which failed in July 2008, and 
Washington Mutual. How should the IndyMac failure have in- 
formed the FDIC’s handling of Washington Mutual? 

Mr. Rymer. I think the IndyMac failure and the issues that we 
raised with access to information and back-up examination author- 
ity at WaMu were similar to the issues we raised at IndyMac. That 
is why we made that comparison. 

Senator Coburn. Now for both of you, and I will finish up here 
real quick, Mr. Chairman. In your joint report today, you lay out 
the problem of third-party brokers. WaMu had only 14 employees 
overseeing 34,000 third-party mortgage brokers. What would have 
been the right amount of supervising employees for that number of 
third-party brokers? 

Mr. Thorson. Well, the one thing to remember is that each one 
of those brokers was certainly providing more than one loan, so you 
can multiply that by another some unknown factor, depending on 
whatever the average number of loans is that those brokers pro- 
vided. So now you are way above 34,000. I cannot even guess as 
to what the supervisory number would have to be, but it probably 
would have required them moving to a building roughly the size of 
the Pentagon. 

Senator Coburn. We see over and over again that OTS dedicated 
a great number of hours and personnel to the supervision of 
WaMu, yet problems never got truly addressed. In other words, the 
folks were on the ground identifying the problems, but the prob- 
lems essentially were not getting solved. And that is not to say that 
some were not, but, obviously, the fundamental problems that led 
to their demise were not getting solved. 

Any summary of where you look or where the breakdown was at 
OTS? Was it the western manager? Was it guidelines? Was it the 
failure to follow guidelines that would account for the ineffective- 
ness of the OTS? 

Mr. Thorson. We talked about asset quality, and we talked 
about underwriting and also management, all three of those. It is 
not any one thing. I mean, it was really something pervasive, and 
it really comes down to following a greater desire to do whatever 
you could do to increase profits. When you really get down to it, 
that is what this was all about. We are going to increase the risk 
in order to increase our profitability, and it does not matter 
what 

Senator Coburn. Yes, but I am talking about OTS. I am not 
talking about WaMu. By your statement, it would imply almost 
that OTS is an enabler of this effort rather than an enabler of 
making sure that the American people’s taxpayer dollars and the 
trust in institutions that are supposed to be regulated by an agency 
of the Federal Government can be trusted. 

Mr. Thorson. Right. 
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Senator Coburn. In both of your assessments, as you looked at 
this and you look at OTS — and this is a huge example of regulatory 
failure. Where was it? Is it in their guidelines? Is it in their man- 
agement? Is it in their upper management? Is it in their auditing 
of their own processes? Where is the failure that allowed them to 
allow their largest “customer” — which I reject — to continue to do 
things that were to the detriment of the institution they were sup- 
posed to be safeguarding? 

Mr. Thorson. I think that question really comes down to the 
core of what all this is about, because the truth is it starts at the 
bottom where there is interaction between the regulators and the 
banks, and this gets back to, again, whether you have an arm’s- 
length relationship, whether the proper regulations, policies for 
OTS, or any regulator, for that matter, are in place, and whether 
or not from the bottom up are those policies enforced, and when 
people are becoming lax, does somebody in the supervisory role 
come down and say these are the policies, these are what you are 
going to do, that is why we regulate. And in this case, clearly that 
was not done. 

Senator Coburn. But the data that we showed showed that the 
people on the ground, the ones that are actually doing the auditing, 
actually were following guidelines, were they not? 

Mr. Thorson. Yes, at least in the instances you pointed out. 

Senator Coburn. So that would exclude the people on the 
ground, so the problem is above them. So where is it? Where was 
it in this instance? Maybe you are hesitant to point a finger, but 
the fact is you all have looked at this. You have done a study. 
Where was the problem? If it was not with the people on the 
ground reporting and identifying the problems, where was the 
problem? I am trying to get you all to say it. We are going to even- 
tually say it, but you all have looked at this. 

Mr. Thorson. Right, and I am certainly not hesitant to say I 
found exactly that. We did point out the one case which was very 
much a concern to us where the regional director did override his 
own people and accepted what they saw as a much more lax board 
resolution that was written by the bank itself That is a good exam- 
ple of what you are talking about. Whether that continued above 
them or below them, I cannot tell you, but that is certainly one ex- 
ample. And as I pointed out, we found that same example, that 
same individual, involved in IndyMac. 

Senator Coburn. Mr. Rymer. 

Mr. Rymer. Dr. Coburn, I think you have made the point very 
well that the examiners in the field in my view were identifying 
problems. This was a very large institution, and the ultimate deter- 
mination about what the CAMELS rating was going to be would 
be made at least at the regional level, if not at the national level. 

Senator Coburn. All right. Thank you, Mr. Chairman. 

Mr. Thorson. And if you do not mind, I would like to just add 
that one piece. I was being generic when I said it starts at the bot- 
tom with — that is an overall in any regulatory group. That was not 
aimed at the people here at OTS. 

Senator Coburn. No, I understand that, and the record is pretty 
clear. I am sure there is some of that that goes on even within 
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bank examiners, etc. But overall I think the management of the 
regulatory framework failed miserably in this case. 

Mr. Thorson. And I think in the Chairman’s documents you 
point out a whole list of finding after finding after finding. Those 
would not have come forward if you did not have good people on 
the ground. 

Senator Coburn. That is right. 

Senator Levin. If I could add a comment, if Senator Kaufman 
will forgive me for just throwing in my own comment here in re- 
sponse to the question that Dr. Coburn raised, the culture is set 
at the top, and this culture here was that these banks are constitu- 
ents. They are not constituents of the regulator. They are supposed 
to be regulated by the regulator. They are supposed to be the cop. 
And when you deal with folks as though these are your constitu- 
ents, it sets exactly the wrong tone. And when you revise docu- 
ments which have teeth in them, as they did at the top, and pull 
those teeth out of the documents, that sets a tone which is trans- 
mitted to people below in the field. Would you agree with that? 

Mr. Thorson. Absolutely, yes. 

Senator Levin. Thank you. Mr. Rymer, do you agree with that? 

Mr. Rymer. Yes, sir, I would. 

Senator Levin. Thank you. Senator Kaufman. 

Senator Kaufman. I would like to make a statement. We have 
trouble sometimes getting bipartisan agreement. I would say with- 
out a doubt we have incredible bipartisan agreement on this spe- 
cific issue. I think Senator Coburn has put his finger on something, 
and I would like to go into it a little deeper because the other day 
when we had hearings, the risk managers repeatedly said that the 
examiners on the ground were doing a great job of pointing out 
what the problems were and reinforcing opinions that they were 
presenting to the management of WaMu. And they said uniformly 
that people higher up the level at OTS were not following up what 
the examiners were saying. 

Now, I think when we are starting to talk about what the prob- 
lem is here, that is a big problem. And so I think that Senator 
Coburn is right on point, and I would like you just to search your 
mind one more time. Why did this happen? We have got the exam- 
iners on the ground saying their problems one year after another, 
and yet every time it goes up the chain, there is a lot of allegations 
about what went wrong, but I would really like the two of you to 
say what you think are the one or two reasons why the risk man- 
agers yesterday said that as we go up the chain, we have more and 
more of a problem at OTS repeatedly over all these years. 

Mr. Rymer. Senator Kaufman, let me start by saying I think the 
problem in 2005, 2006, and into 2007, the problem was the bank 
was profitable. I think there was a great reluctance to, even though 
problems were there in underwriting, the product mix, the distribu- 
tion process, the origination process, all in my view extraordinarily 
risky, not things perhaps that should not be done, but certainly if 
they are done, they need to be done in some moderation, certainly 
with some control environment. And I did not see in this bank’s 
case an adequate control of its environment. 

Senator IL^UFMAN. Mr. Rymer, if you were running OTS, and 
your largest customer was having reports like this from your exam- 
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iners, and they were making money. Let us say we are a year from 
now. What would you do? Would you say, well, they are making 
money, it is going to he very difficult politically to move forward 
on this? 

Mr. Rymer. My view is that often times in examinations, if asset 
quality is sufficient in the CAMELS rating, the A being the asset 
quality, the M being management, and if a bank is profitable and 
is not yet showing significant delinquency in the charge-offs, the 
asset quality piece is sometimes hard to downgrade if it is profit- 
able. 

But the management piece, even despite the fact that the bank 
is showing current profitability, the management piece should be, 
in my view, downgraded if management has not demonstrated that 
it has built the adequate systems and control processes and govern- 
ance processes to help manage problems when they eventually do 
occur in assets. So in this case, I can see really no reason at all, 
once the problems were identified and the concentrations were 
identified in the types of assets, the distribution processes, all 
those things, once those were identified, I find it difficult to under- 
stand why the management rating at a minimum was not lowered 
much earlier on. 

Senator Kaufman. Mr. Thorson. 

Mr. Thorson. The other part here, too, I think — and you put it 
an interesting way. What would you do if you were head of it? 

One of the things that would touch on what Senator Levin said, 
too, is I would tell them forget about the earnings, that is not our — 
it is part of what we measure as far as the solidity, but it also, un- 
fortunately, lends to the fact I am looking at these guys as a con- 
stituent because I think in my testimony I mentioned they pay us, 
OTS, $30 million a year. So we want to kind of be careful about 
that. That should be made very clear from top to bottom that is not 
a factor. It just is not. 

Second of all, you want to look at what is guidance and what is 
regulation, and maybe you need to tighten some of that up. Guid- 
ance is optional. Maybe we do not necessarily have to do this if we 
do not want to take this action. Regulation needs to be enforced — 
emphasized that enforcement of those regulations is also manda- 
tory. That is why it is called a regulation. And maybe that is some- 
thing that, as you look at regulatory reform, you look at as to what 
should be guidance and what should be an actual regulatory re- 
form. 

Senator Kaufman. Is it important who you pick to head up these 
agencies with their state of mind? Isn’t that an important part of 
whether they are going to be successful? I mean, someone that has 
the internal makings to say I know you are making money, but 
what you are doing is really bad and you have to stop doing it. 
How much of a role does that play in how we get around solving 
this problem in the future? Mr. Rymer. 

Mr. Rymer. I think that people in leadership positions have to 
be willing to make the tough calls and be experienced enough to 
know that today’s risky practices may show today profitability, but 
to explain to management and enforce with regulatory action that 
risky profitability is going to have a cost. It either has a cost in 
control processes an institution would have to invest in now, or it 
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is going to have a cost ultimately to the bank’s profitability and 
perhaps eventually to the Deposit Insurance Fund. So that is the 
tough decision I think that has to be made, that has to be enforced 
constantly. 

Senator Kaufman. And, Mr. Thorson, I have been around this 
place for a long time, not as a Senator but as a staff person, and 
we can only write the laws so much. But it is truly scary when you 
read this report — where it seems to me clear that the problem here 
was that we had good Federal examiners out there saying there is 
a problem here, and the management not doing it. And I just do 
not see it in the report, and I think it is key as we move forward — 
we have good people out there doing the jobs and being the exam- 
iners, the career employees that we have. But if you put the wrong 
people in charge, we can write the laws any way we want to, but 
if they are not going to go after a company because they are mak- 
ing money. 

I want to shift to something a little different, but it is all on the 
same point, and that is, I read your causes of WaMu’s failure, and 
I see WaMu failed because its management pursued a high-risk 
business strategy without adequately underwriting its loans or con- 
trolling its risks. 

That sounds great. I do not think that is what went on here. I 
really do not. And I think unfortunately you were not here for the 
hearing the other day, but I think if you sat there and watched 
what went on and listened to the Chairman’s questioning and went 
through the exhibits, you would say that is not why they failed. 
Right, Mr. Chairman? They did not fail because management pur- 
sued a high-risk business strategy without adequately under- 
writing its loans or controlling its risks. 

Would both of you comment on what you believe happened here? 

Mr. Thorson. It certainly is a contributing factor. 

Senator Kaufman. No, but the thing is that is the sentence right 
here. It does not say, “A contributing factor was . . .” It says — and 
I am not parsing words, I am not trying to parse words. 

Mr. Thorson. No. I understand. 

Senator Kaufman. And I am not even critical. I am just trying 
to say it seemed to me there were all kinds of things going on here 
that were — I will get into characterizing it a little later. They were 
doing things that were reported up here — this was not high-risk 
business strategy. They were doing bad things. And the examiners 
were saying they were doing bad things. 

Do you understand my frustration with reading “pursuit of the 
high-risk business strategy.” Isn’t that kind of a cold-blooded way 
of letting everybody off the hook? This was a bad business decision. 
Nothing went on here. 

Mr. Thorson. I appreciate your very much straightforward lan- 
guage on that, and certainly I can tell you from myself on down, 
it is not to let anyone off the hook. 

I appreciate what you are saying, and I guess what I am saying 
is I completely agree with you and your frustration, because, I 
mean, this is what we deal with every day, is we go and measure 
against the regulations and the rules and how did they do this and 
how did they do that. 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00040 Fmt 6633 Sfmt 6633 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


27 


VerDate Nov 24 2008 


But the bottom line is just what you are talking about, and espe- 
cially the comment you made to Mr. Rymer, which was, did they 
have the guts to say knock it off, stop it? And that is really what 
it comes down to. When you are hiring regulators, that is what you 
want. And I think what obviously all this paper really says is. No, 
it did not happen. 

Senator Kaufman. Mr. Rymer, same thing. 

Mr. Rymer. Yes, sir. 

Senator Kaufman. But, in retrospect, maybe there is another 
sentence that would have gone in there? It was a failure by man- 
agement to police what they were doing. There were all kinds of 
things that went on that were highly questionable. And the people 
at the top of the Office of Thrift Supervision really did not do what 
you would have done faced with a similar situation with a record 
like this. This was not just a 6-month record. This was years of 
people knowing what it is doing. And for whatever reason, they did 
not move forward. Is that a fair — and I am looking for an honest 
correction if I am saying something that is not 

Mr. Thorson. No. It is. And, in fact, in the report I believe it 
mentions the fact — a very small amount because we do not get into 
that, but we do talk about fraud indicators and that those are 
being investigated, and we leave it at that. 

Senator Kaufman. Right. 

Mr. Thorson. But I think that is part of what you are talking 
about, too. 

Senator Kaufman. That is kind of what I am talking about. I 
mean, the first time I heard that, I thought somebody was kidding 
me. I go into a bank, and they say, “How much do you make?” And 
I say, “$500,000 a year.” They say, “OK. You can get a $2 million 
mortgage.” Moving right along, what is the next question? 

I would just like to review a little bit of what you said earlier 
because I want to put it in context. But both of you said stated in- 
come loans. What do the two of you think about stated income 
loans? 

Mr. Rymer. I do not think they should be allowed. I think that 
if a bank is going to advance funds, secured or unsecured, they cer- 
tainly need to verify who they are lending to and verify the repay- 
ment sources. 

Senator Kaufman. Mr. Thorson 

Mr. Thorson. At the very core of this is the ability to repay, and 
that is a big part of the ability to repay, is how much income does 
this individual have. And if I just tell you, I do not think that — 
I was very surprised when I first saw these, too. Nobody has ever 
given me that opportunity, so I just figured there is no way. But 
it evidently has occurred a lot. 

Senator Kaufman. OK. I am going to do something a little tricky 
here. In your report, what percentage do you think of all WaMu’s 
home equity loans were stated income loans? Take a wild guess. 
No, not allowed to look, Mr. Rymer. Take a wild guess. 

Mr. Rymer. As I remember, that number was somewhere in the 
70-percent range. 

Senator Kaufman. And, Mr. Thorson, what do you think? 

Mr. Thorson. Sixty percent? 
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Senator Kaufman. Would you be surprised if I told you that ap- 
proximately 90 percent of all WaMu’s home equity loans were stat- 
ed income loans. Now, folks, when you are writing a report — and, 
again, I have spent a lot of time on this, plus I have the advantage 
of hearing the witnesses the other day and the rest of it, so I have 
a different view. And you are doing your report, and you are doing 
a good job, and I am not being critical. But if you have a company 
where 90 percent of their home equity loans are stated loans, a 
practice which you both define as just exactly — I mean, you did it 
much more articulately, but just you should not be doing that in 
a bank. You have got to think maybe that was one of the causes 
that things went the way they did. 

Let me ask you, the Option ARMs, these are high-risk loans. Op- 
tion ARMs, right? I will not do the same thing. Seventy-three per- 
cent of all Option ARMs were stated income loans. 

Mr. Rymer. I wish you had asked me that one. Senator. I knew 
that one. 

Senator Kaufman. You had that one. [Laughter.] 

Mr. Thorson. So did 1. 

Senator Kaufman. I am going to shut up for a minute, just for 
a minute, and in 50 percent of subprime loans — I mean, here you 
are dealing with someone who comes into your office and is classi- 
fied as a subprime loan, and you say to them, “What is your in- 
come?” And you write it down, and that is it. Would you say that 
is one of the causes of this meltdown? 

Mr. Thorson. No, I mean, clearly — in any professional banking 
operation — that is not acceptable. You have to be able to verify, 
and I think all of us have experienced loans throughout our lives 
where the verification process of almost everything, every piece of 
paper that we submitted was rigorous. And where we parted ways 
with that philosophy I am not sure, but I do remember now the 90- 
percent number, and it is staggering. That is the only way to say 
it. 

Senator Kaufman. Mr. Rymer, I mean, isn’t that a systemic 
problem? 

Mr. Rymer. Taken together, all those products were very risky, 
and certainly when you look at the fact that was the bank’s busi- 
ness, certainly it created a very risky organization. 

Senator Kaufman. When you have something like this where 90 
percent of the home equity loans, 73 percent of the Option ARMs, 
and 50 percent of the subprime are stated income loans, that has 
to be policy right at the very top of the organization, right? I mean, 
that is not just happening because somebody down in Long Beach 
decided that is what they were going to do. This is the very top of 
the organization. And when you have cases like the Chairman stat- 
ed where they redacted the W-2, they got a stated income loan to 
begin with. Now they get the W-2. Now they redact the W-2. 

What do you do as a regulator when you detect fraud? First off, 
do you think at least there is the potential for fraud when you find 
90 percent, 73 percent, and 50 percent? Is that on its face 

Mr. Thorson. I think you could easily — what was the term? A 
target-rich environment. 

Senator Kaufman. Yes, target-rich. That is good. I like that. 
That is a target-rich environment. What do you do as a regulator 
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when you find a target-rich environment in one of the institutions 
that you are regulating? 

Mr. Rymer. In this case, because of the stated income program — 
the numbers were huge. The bank was the victim of the fraud be- 
cause of their lax controls. 

Senator Kaufman. Right. 

Mr. Rymer. Now, the fix to that is to increase the controls. All 
the recommendations that were made of the 500 or so findings 
were to improve those controls. 

Senator Kaufman. Right. 

Mr. Rymer. But the bank was the victim of that fraud. But fraud 
in that case is an indicator of just how lax the controls were. 

Senator Kaufman. Well, when you say the bank, people get the 
indication like it was the people running the bank who somehow 
are suffering. I think the CEO made — because of the fact they were 
able to expand their mortgages, have more mortgages, do more 
mortgage-backed securities, everybody in the bank was making a 
lot more money. 

Mr. Rymer. Well, let me explain. I mean, the bank was the ini- 
tial victim, but certainly as those mortgages passed through the 
system, there were lots more people harmed from that fraud than 
just the bank. 

Senator Kaufman. Correct. 

Mr. Thorson. And we commented in the report that in 2007, 
WaMu itself identified fraud losses of $51 million for subprime 
loans and $27 million for prime loans. That is a big number, and 
at some point, as you say, top management — I mean, you are talk- 
ing about $78 million right there. Somebody is going to want to 
take a look at how that happened and what are we doing to stop 
it. 

Senator Kaufman. But even beyond that, I mean, don’t you have 
kind of an obligation at some point, when you get numbers — I 
mean, that was in good times. God only knows when we went back 
and looked at what happened to mortgage-backed securities that 
ultimately went toxic, as the Chairman says. I mean, at some point 
you just say, yes, the bank is getting hurt and this and that, but 
there are some people involved and those who were committing 
fraud. 

Mr. Thorson. Yes. 

Senator Kaufman. Now, at some point when you come across a 
fraud, you refer it to the Justice Department, is that how it works? 

Mr. Thorson. The regulators refer it to us and to the Justice De- 
partment. The bank can refer it certainly. There are a number of 
ways to go here. My guess is a number of those paths were fol- 
lowed. So yes. And there are active cases. 

Senator Kaufman. So bank regulators could make not only civil, 
but also criminal referrals? 

Mr. Thorson. Yes. 

Senator Kaufman. If there was fraud involved? Mr. Rymer, is 
this normal? 

Mr. Rymer. Yes, sir, it is. It is normal. 

Senator Kaufman. When is it inappropriate not to make criminal 
referrals to Justice? Is there any place? I mean, if you find fraud, 
it is pretty 
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Mr. Rymer. Well, I think the bank employees as they found it 
would have an obligation to complete a Suspicious Activity Report 
and that would work its way up through to the Justice Depart- 
ment. 

Senator Kaufman. But if they didn’t, would the regulators do — 
clearly in this example, everybody — if, in fact, there was fraud — ev- 
erybody was doing well. We had a report yesterday where it 
showed that the compensation for people that did the Option ARMs 
and subprime, they were compensated better if, in fact, they could 
turn up more mortgages in that market. 

So it is in nobody’s interest in the bank — you don’t even hear 
about it. I mean, this isn’t even up here on the things where people 
are talking about what the bank is doing. And the regulations in 
the report that they are doing way too many stated income loans, 
as far as I know, anyway, it wasn’t raised the other day and I am 
not seeing it anywhere else. So nobody in the bank was worried 
about the risk regulators. Mr. Vanasek and Mr. Cathcart were con- 
cerned. So how does it work, then? Does the regulator, is this up 
to OTS to make the referral? 

Mr. Thorson. In some cases, the regulator, if they find an indi- 
cator of fraud, they can make a referral and will, and I have no 
doubt that they do. And, in fact, obviously, people inside the bank 
could also do that, not necessarily — I mean, there are all kinds of 
avenues to do that, anonymously and otherwise but, as a regulator 
or as a bank employee or, frankly, almost anybody associated with 
this, if I had ever found a W-2 that had been redacted, I figure we 
hit a gold mine. 

Senator Kaufman. Especially engaged in a business practice 
which both of you admit is 

Mr. Thorson. What possible reason would you have to redact a 
W-2 except for the fact that the number doesn’t match what you 
have reported? 

Senator Kaufman. Mr. Rymer. 

Mr. Rymer. Yes, sir, it is a significant problem. The U.S. Attor- 
ney’s Office in Seattle has a task force for WaMu — actually for 
WaMu fraud. 

Senator Kaufman. Right. 

Mr. Rymer. So, I mean, they are aware of it and are working the 
issue. Our office has folks contributing there. I have special inves- 
tigators working that task force as well as the FBI and so forth. 

Senator Kaufman. Right. And so when you have a situation 
where not just a redacted loan, but 90 percent of all WaMu’s home 
equity loans are stated income, I would just say, a target-rich envi- 
ronment. 

I mean, it seems so systemic — 90 percent — that clearly the top 
management of the company was well aware of what was hap- 
pening here with stated income loans. They may not have known 
about the redacting down in the field, but essentially they were 
saying, OK, stated income loans. That is fine. It doesn’t matter, the 
size of the mortgage. The size of the mortgage can be as big — they 
testified yesterday, I think, didn’t they, Mr. Chairman, that there 
was no limit on the size of the mortgages that you could get under 
stated income. 

Senator Levin. That is right. 
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Senator Kaufman. And so, basically, whatever mortgage we have 
got, that is what we are doing. We are going to have stated income. 
It is going to be the policy here. 

And then what we do is we say to people, look, you want to make 
a lot of money? These are the products that we are willing to sell 
in order to do that, and we are going to compensate you a heck of 
a lot better if you do that. And then we say, in an environment 
where Wall Street says the faster you can put these mortgage- 
backed securities, just get these mortgage-backed securities, just 
get us the mortgages, and then we can put them together and we 
can sell them and they are out of your hair, do some repurchase 
agreements on some of them, and you are down the road and we 
are all going to come out a lot better. 

I am just finishing with that, either of your thoughts on that. 

Mr. Rymer. My general view is that there is a lot of truth to 
what you said. There was the idea that these mortgages passed 
through so many hands so quickly, the idea was that no one was 
going to be really harmed by the fraud. Or if they were harmed, 
it wasn’t the originator who was going to be harmed, it was some- 
one down the line. 

Senator Kaufman. Mr. Thorson. 

Mr. Thorson. I completely agree, and also, as I mentioned ear- 
lier, too, these types of loans really didn’t help the borrowers at all. 
Look at the state of foreclosures we have in this country now and 
the pain and suffering that goes with that. And whether people 
thought that they could figure a way around this when it finally 
was time to pay, I guess maybe they did. But the only reason that 
this succeeded was because of the financial gains that were made 
by the people making these loans. 

Senator Kaufman. You know what most scares me about this? 
It is, I think, that not just here, but in credit default swaps, so 
much went on on Wall Street, we have rewarded people who essen- 
tially said, I know what is going wrong here, but I can’t stop doing 
it because I am making so much money. And, when it all goes bad, 
it is OK to leave it to the taxpayer, but I will have my money and 
I will have my second home and I will have my pool. I will have 
everything I need, and the bank goes under. Like you said, Mr. 
Rymer, the bank is the one that goes under. People lose their jobs 
in the banks. The shareholders lose their equity. People lose their 
homes. But you know what? I have mine. 

We are doing some things in this regard, but I don’t think we 
have done enough to let people know you can’t do that in this coun- 
try and get away with it, because if you can, they will just keep 
doing it. They will come up with a different way to kind of push 
the product down the line, some new way to wrap it up in some- 
thing special that no one understands, sell it, and I am out of here 
and I made the price that I made. 

So it is one of those things, Mr. Chairman, that I think runs 
through so much of this. We have created an environment where 
people know they can make a lot of money, and all you have to do 
is read all the big stories, too big to fail, 13 bankers, and so on. 

So anyway, I want to really thank you, not just for this but for 
your service, and I wish that one of you had been the head of OTS 
during this period. Thank you. 
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Senator Levin. I want you to take a look at Exhibit 44, ^ if you 
would. We are going to hear later on from who was then the Direc- 
tor of OTS, Mr. Reich. But this is an email from Mr. Reich to Mr. 
Killinger. This is dated in July 2008. I want to give you a little bit 
of background to this memo. 

This is where he is telling Kelly — he calls him by his first 
name — Kerry — “sorry to communicate by email. I’ve left a couple 
messages on your office phone but I’m guessing you may be off for 
a long weekend,” and he is “wrestling with the issue of a MOU 
versus a Board Resolution,” a Memorandum of Understanding 
versus a Board Resolution as the result of a conversation in his of- 
fice and he has decided that MOU is the right approach. And, he 
says, “We almost always do a MOU for 3-rated institutions,” and 
now they are 3-rated, because in February 2008, they downgraded 
them from a 2 to a 3. 

And then he says, “We almost always do a MOU for 3-rated in- 
stitutions, and if someone were looking over our shoulders, they 
would probably be surprised that we don’t already have one in 
place.” I guess the head of OTS didn’t think there was anybody 
looking over his shoulder, but we ought to be shocked that there 
is not a Memorandum of Understanding in place since that was 
their common policy. 

Now, I want to go into a little bit of the background, because it 
is worse than that. We will come back to this memo. Go back to 
February 2008. I talked about this in my opening statement. OTS 
downgraded WaMu from a 2 to a 3. Now, once you go from a 2 to 
a 3, which signifies a troubled bank, OTS policy requires you to 
issue a public Memorandum of Understanding at the same time 
aimed at correcting those deficiencies. OTS did not do that. We will 
ask Mr. Reich about that when he is testifying. But instead, OTS 
waited until the next month and accepted a non-public Board Reso- 
lution. That is the background. 

So first, instead of doing a Memorandum of Understanding, 
which is public, it is a non-public Board Resolution. September 7, 
2008, as we know, OTS finally, after being prodded by FDIC, went 
to a 4. But now let us talk about going to the 3. 

I want to go to the memorandum. Exhibit 44. ^ I find this to be 
an extraordinary document. First of all, an apology, to Kerry, com- 
municating by email. This is the regulator who is head of an orga- 
nization that has been presumably pointing out defects in this 
bank’s operations, including fraudulent operations, for 4 years. It 
starts off with an apology. “Tried a couple messages on your office 
phone, didn’t reach you, so I am going to send you an email.” “He 
has been wrestling,” he says, “with the issue of the MOU versus 
a Board Resolution.” I don’t know how much more wrestling you 
have got to do. But he has been wrestling that issue. 

He has decided MOU is the right approach in this situation. And 
then he says, “we almost always do that MOU for 3-rated institu- 
tions, and if someone were looking over our shoulders, they prob- 
ably would be surprised we don’t already have one in place.” They 
sure would be. And then they say a few other things. 


^ See Exhibit No. 44, which appears in the Appendix on page 366. 
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And then he says, “[A]s much as I would like to he able to say 
a Board Resolution is the appropriate regulatory response, I don’t 
really believe it is.” I don’t know why he would like to be able to 
say a Board Resolution is appropriate instead of a MOU when his 
own policies provided for a MOU and they have been dawdling for 
all these months. But that is what he tells Kerry. 

And then he says, near the bottom, “I do believe we need to do 
a MOU. We don’t consider it a disclosable event, and we also think 
the investment community won’t be surprised if they learn of it 
and would probably only be surprised to learn one didn’t already 
exist.” They sure would be. And then he is apologizing again. “I am 
sorry to communicate this decision by email. Best regards.” Kerry 
signs it, John. 

I find this to be kind of a cozy relationship, to put it mildly, that 
is reflected in this memorandum, in a very deferential, apologetic 
email, long overdue by years, months on the downgrading of the 
bank. Apologetic, deferential. 

And then a few months earlier, apparently this proposed MOU 
had been shared up the chain, and here we get an interesting reac- 
tion, back in July, I guess, when they were first putting this MOU 
together. This came from Mr. Dochow, who we will hear from also 
later on, going up the chain to Mr. Ward. This is Exhibit 44, by 
the way — I am sorry, 45. Let me point to Exhibit 45. ^ 

Down at the bottom of page one, you will see that it is from Mr. 
Ward to Mr. Dochow saying, on the WaMu MOU, “Why did we run 
it by FDIC but not me?” That is the first question he asked. And 
then Mr. Dochow answers, “You make a good point, I apologize, 
and attached is the MOU for your review. I will make any changes 
you want and it has not yet gone to the company. . . . The MOU 
came up yesterday in a call I had with John Reich and Scott 
Polakoff, and then by John Reich with COB Steve Frank. It went 
to the FDIC because I committed to Stan Ivie,” who I guess is at 
the FDIC, “to consider their comments in an effort to minimize 
their letter writing and posturing.” 

This is the beginning of a very strange relationship, which I will 
get to in a minute, but the point of this is at the top of that Exhibit 
45, where Scott Polakoff, who is apparently high up in the OTS, 
says, “Thanks for sharing this document,” and then notice what he 
says. “It is, unfortunately, another example of a benign supervisory 
document.” It is still benign, apparently, according to the higher- 
up at OTS. 

Is that not, that whole MOU issue, does that not strike you as 
just simply incredible, that first of all you don’t have a MOU to 
begin with although policy provides that it be issued once you have 
a downgrading from a 2 to a 3? It is delayed. They accept instead 
of a MOU a Board Resolution, which is not public. Months and 
months go by. Finally, they decide, OK, apologetically twice in an 
email to the people they are supposed to be regulating, sorry we 
couldn’t reach you. We have tried twice. Why the hell isn’t the 
bank getting back in 10 minutes to the regulator? 


^See Exhibit No. 45, which appears in the Appendix on page 368. 
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So does this strike you as being a reflection of a very cozy rela- 
tionship with much too much deference and much too much apol- 
ogy, Mr. Thorson? 

Mr. Thorson. Yes, sir, and the other part here, too, is the deci- 
sion as to whether to do an informal or non-public action versus a 
formal or a public action. Again, he sort of apologizes in the pre- 
vious document that this could become known. This gets right to 
the heart of what you were talking about, the culture. I mean, that 
is really what you are talking about. We don’t want to do anything 
to hurt, and there is not an acceptance of the fact that a strong reg- 
ulatory control helps them 

Senator Levin. And helps the public. 

Mr. Thorson. Absolutely. 

Senator Levin. And is their job. 

Mr. Thorson. Right. 

Senator Levin. And protects the economy. 

Mr. Thorson. Correct. 

Senator Levin. So far too cozy for you, as well? 

Mr. Thorson. It is what? 

Senator Levin. This is far too cozy? 

Mr. Thorson. Absolutely, as far as I am concerned, yes. 

Senator Levin. Mr. Rymer, do you have any reaction to this? 

Mr. Rymer. It does indicate a level of familiarity that makes me 
uncomfortable . 

Senator Levin. Now let us talk about the relationship between 
the Treasury and the FDIC, or the OTS, more accurately, and the 
FDIC, because there was a real strain which occurred here and I 
want to get to it with them, but I want to first ask you about it. 

OTS and FDIC, they addressed the risk at WaMu from some- 
what different perspectives. You have got OTS looking at the safety 
and soundness of WaMu. You have got a CAMELS rating that they 
use. The FDIC is assessing the risk to the Insurance Fund with the 
LIDI rating, it is called. The ratings differ somewhat, and I won’t 
go into the detail on them, but the point I want to get to is whether 
or not what you saw, you had OTS and FDIC working together 
here or whether or not there was some inappropriate blocking of 
access by OTS to FDIC’s access to the bank data. 

We have gone through some of the documents, I believe, already, 
and I think you are familiar with them, are you, Mr. Rymer? 

Mr. Rymer. [Nodding head.] 

Senator Levin. And can I ask both of you, in your judgment, 
whether or not OTS should have allowed the FDIC to help here. 

Mr. Rymer. Yes, sir. It is clear to me that they should have. I 
think the FDIC, by requesting back-up examination authority in 
2005, 2006, 2007, and 2008, indicated that they had concerns and 
those concerns were principally driven by its own LIDI analysis. 
Not to go into too much detail, but the LIDI analysis is looking a 
little bit broader, at broader indicators than just the internal oper- 
ations of the bank. It is looking at competitive factors and macro- 
economic factors in an attempt to identify the risk that a failure 
would cause a loss to the DIF. 

So there is no question in my mind that the FDIC’s request for 
back-up authority, simply given the sheer size of WaMu, was, to 
me, enough reason for FDIC to ask for back-up authority. 
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Senator Levin. And Mr. Thorson, are you familiar with these 
documents? 

Mr. Thorson. I agree with Mr. Rymer. I think, as he pointed out 
in his last sentence there, the sheer size of the bank would say that 
there should be a maximum of cooperation, not to mention the fact 
that it is dictated by statute, as well. 

Senator Levin. Are you familiar with the documents which show 
that the OTS blocked FDIC access to bank data? 

Mr. Thorson. I have looked at the ones that you have come up 
with. 

Senator Levin. All right. And they refused to allow the FDIC to 
participate in bank examinations, rejected requests to review bank 
loan files, and you think they should have allowed those things? 

Mr. Thorson. Well, as a matter of policy, I think they should 
have allowed that. No matter what their reasoning was, as a mat- 
ter of policy, they should have, yes. 

Senator Levin. All right. Well, we will get into that later on. 

Mr. Thorson. While you are doing it, if I can make one com- 
ment, going backwards for a second 

Senator Levin. Yes, please. 

Mr. Thorson. Despite the comment that said that we need to 
move forward with it ASAP in July, that MOU wasn’t signed until 
September. 

Senator Levin. Right. That is ASAP. The “S” is misplaced. It 
probably is delayed as much as possible. That would be a 
DAMAP — delay as much as possible — instead of ASAP. 

Thank you both. We appreciate your work. We appreciate your 
testimony. It has been a long hearing so far. It is going to get much 
longer. But thank you for kicking it off. 

Let me now call our second panel of witnesses: John Reich, 
former Director of the Office of Thrift Supervision; Darrel Dochow, 
former West Regional Director of the Office of Thrift Supervision; 
and Lawrence Carter, the Examiner-in-Charge for Washington Mu- 
tual at the Office of Thrift Supervision from 2004 to 2006, cur- 
rently the National Examiner at OTS. We appreciate you all being 
with us. We look forward to hearing your testimony. I do not know 
if you were here at the beginning of the first panel, but pursuant 
to the rules of this Subcommittee, all witnesses who testify before 
our Subcommittee are required to be sworn, so I would ask that 
each of you now please stand and raise your right hand. 

Do you swear that the testimony that you are about to give will 
be the truth, the whole truth, and nothing but the truth, so help 
you, God? 

Mr. Reich. I do. 

Mr. Dochow. I do. 

Mr. Carter. I do. 

Senator Levin. We are going to use a timing system to let you 
know when 5 minutes have elapsed. A minute before that time 
comes, the light will change from green to yellow, so you can try 
to conclude your remarks. We appreciate your trying to keep those, 
if you could, to 5 minutes, and, Mr. Reich, we are going to have 
you go first and then Mr. Dochow second, and then Mr. Carter. I 
know I have pronounced Mr. Carter’s name correctly, but I do not 
know about Mr. Reich and Mr. Dochow. 
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Mr. Reich. It is “Rich.” 

Senator Levin. Mr. Dochow. 

Mr. Dochow. It is “Do-ko.” Thank you. 

Senator Levin. Good. Thank you. Thank you very much. Mr. 
Reich, why don’t you begin? 

TESTIMONY OF JOHN M. REICH, i FORMER DIRECTOR, OFFICE 

OF THRIFT SUPERVISION, AND FORMER VICE CHAIRMAN, 

FEDERAL DEPOSIT INSURANCE CORPORATION 

Mr. Reich. Good morning, Chairman Levin. I would like to say 
I was delighted to be here, but that would be a bit of an overstate- 
ment. In my retirement, I would much rather be at home reading 
the Washington Post, drinking coffee, and ruminating over the 
Caps loss to Montreal last night. 

I did retire in February 2009, a little over a year ago, after a 49- 
year career. I was in the banking business for 25 years. I was CEO 
of a bank in Sarasota, Florida for 12 years. I worked on Capitol 
Hill. After we sold our banking organization, I moved to Wash- 
ington, DC, went to work for Senator Connie Mack, a long-time 
friend and former banking colleague of mine. I was his chief of staff 
for the last 3 years of his term in the U.S. Senate. 

I was appointed to the Board of Directors of the FDIC, served on 
the FDIC Board for 8 years, from 2001 through the end of Feb- 
ruary 2009. I served as the Vice Chairman of the FDIC for the first 
5 years of my 8 years on the board, was, in fact. Acting Chairman 
of the FDIC for a several-week period during 2002 during which 
time a bank failed in Hinsdale, Illinois. 

When I was asked to move by the White House to the FDIC in 
2005, I had some concerns about it. The staff had been allowed to 
deplete, there had been no new hiring, and there was sort of a feel- 
ing, in my opinion, among the staff of the OTS that it was going 
out of existence. It sort of has lived under the threat of elimination 
ever since it was created by statute in 1989. 

I would like to depart from my prepared remarks and address a 
couple of statements that have been made in the press yesterday 
and again this morning. My reference to Washington Mutual as a 
constituent is solely attributable to the fact that I spent 12 years 
here on Capitol Hill where the use of the word “constituent” is 
done hundreds of times a day every day, and it is not in my 
vernacular, in reference to an institution that we supervised, in- 
tended to reflect any sort of sinister or inappropriate relationship 
with an institution that we supervise. It was simply a habit that 
I picked up here that carried over when I became a regulator. It 
certainly did not imply to me that — whether it was a $300 billion 
institution or a $30 million institution, I referred to it as a “con- 
stituent.” And it was not in any sort of a cozy reflection. 

I think it is important to point out that although Washington 
Mutual has been referred to as the largest failure in American his- 
tory, in fact, the largest failure in American history was Citi. It 
was not allowed to fail. It was bailed out with billions of dollars 
of taxpayer money. Washington Mutual was not deemed to be sys- 
temic and was not bailed out. 


^The prepared statement of Mr. Reich appears in the Appendix on page 134. 
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Senator Levin. For accuracy, I think we said the largest thrift. 
I do not think Citi failed, hut it 

Mr. Reich. It did not fail. It would have had if it not been bailed 
out. 

Senator Levin. I think the reference here was the largest thrift 
failure. 

Mr. Reich. OK. Thank you. 

Senator Levin. I will correct myself again. I said it was the larg- 
est bank failure, and that apparently is true, thrift or otherwise. 

Mr. Reich. That is true. Thank you, sir. 

Three points that I would like to make. Though asset quality was 
a growing and continuing concern at Washington Mutual, this was 
a liquidity failure, not a capital failure. It was brought on because 
of two bank runs: a $10 billion run after the failure of IndyMac, 
and a $16.4 or $16.7 — I heard you say this morning — billion dollar 
run on deposits during the 10-day period preceding September 25, 
with zero cost to the Deposit Insurance Fund and zero cost to the 
taxpayer. 

There have been over 200 bank failures in the United States 
since January 1, 2008, many of which did, in fact, cost millions of 
dollars to the Deposit insurance Fund. This institution was not one 
of those. There was no cost to the taxpayer or to the Deposit Insur- 
ance Fund. 

The second point is that a majority of Washington Mutual’s 
mortgages were in California and Florida, two of the States that 
were particularly hit hard with the most severe price declines in 
real estate. 

The third point I would make that I think is very important is 
that Washington Mutual suffered from a lack of diversity in its 
asset portfolio because of restrictions imposed by the HOLA statute 
under which it operated. They attempted asset diversity, but the 
diversification that took place was all in the area of real estate-re- 
lated loans. 

If you added all of the assets together of the approximately 800 
institutions that OTS supervises, it would total probably $1 trillion, 
maybe a little bit more today. Because of its concentration in real 
estate loans, it is a problem that I believe Congress needs to ad- 
dress. In my opinion, my personal opinion, the thrift charter is ob- 
solete because the HOLA statute requires that two-thirds of their 
assets be invested in real estate-related loans, which is a con- 
centration. Many of the larger institutions are wrestling with diver- 
sification of assets, and it is an issue that I believe needs to be ad- 
dressed in the regulatory reform. 

I will stop here, Mr. Chairman, and I would be glad to take ques- 
tions. 

Senator Levin. Thank you very much. Mr. Dochow. 

TESTIMONY OF DARREL DOCHOWJ FORMER WEST REGIONAL 
DIRECTOR, OFFICE OF THRIFT SUPERVISION 

Mr. Dochow. Thank you, Mr. Chairman. I will take a short pe- 
riod of time here to read an oral statement, if I may. 


^The prepared statement of Mr. Dochow appears in the Appendix on page 147. 
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By way of background, I retired from the Office of Thrift Super- 
vision in March 2009 after a 36-plus-year career as a bank exam- 
iner and regulator. I began my career as an assistant national 
bank examiner with the Office of the Comptroller of the Currency 
in 1972. I examined national banks and rose to the position of As- 
sistant Chief National Bank Examiner in Washington, DC, during 
my 13-year OCC service. In 1985, I became a senior regulator with 
the Federal Home Loan Bank of Seattle and subsequently with the 
Office of Regulatory Activities. I became an OTS employee with its 
creation in 1989 and served in various regional examination and 
supervisory capacities, working out of the Seattle, Washington, of- 
fice and reporting to various regional line managers and ultimately 
to the Regional Director. I was promoted to Regional Director, West 
Region in September 2007 and thereafter reported directly to the 
OTS career bank supervision executives in Washington, DC. 

Over the course of my 36-plus years of public service, I saw some 
of the Nation’s more notable financial and economic crises and 
worked very closely with sister regulatory agencies such as the 
Federal Reserve, the FDIC, the OCC, and State regulatory authori- 
ties. I also saw agency policy changes in response to such crises. 
These experiences, grounded by my years as a bank examiner, 
helped define my approach to supervision. 

I have always believed that interagency cooperation is both ap- 
propriate and beneficial. As an examiner, I found that when fellow 
examiners from any of the agencies understood the same set of 
facts, there was usually agreement on the bank’s condition and ap- 
propriate regulatory corrective action. In addition, analysis is often 
improved by collaboration and constructive critique. I also found 
that it is critical to be factual and analytical so that conclusions are 
supported and regulatory actions are appropriate. I generally con- 
sidered the seemingly unlimited FDIC staffing as a welcome aid to 
the OTS West Region’s limited resources. After I became Regional 
Director, my predecessor and I both followed the direction given us 
by OTS career executives in Washington, DC, and the written 
interagency protocols governing FDIC participation in examina- 
tions. 

Bank supervision is grounded in law, regulation, and agency poli- 
cies, but can involve significant judgment and discretion. My ap- 
proach was to have open discussion of examination and supervisory 
strategy, findings and proposed supervisory actions at all levels at 
OTS, and with the FDIC on higher-risk institutions. We conducted 
regular briefings and case discussions including examiners, re- 
gional managers, and agency executives, and obtained direction or 
concurrence on proposed next steps and actions. Supervision was a 
collaborative process between the regions and Washington. 

Examination findings and ratings typically form the basis for 
bank supervisory actions. I worked vigorously with the other re- 
gions and Washington, DC, to have the most highly talented and 
experienced examiners assigned to the West Region institutions 
posing significant risk. I consider the OTS examiners to be some 
of the very best. They are well trained, highly experienced, ex- 
tremely hard-working, independent in thought, and were supported 
by me and some of the finest specialists from the capital markets, 
mortgage banking, accounting, appraisal, legal, and fair lending 
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disciplines. I also welcomed Washington, DC, participation in ex- 
aminations and supervision. I expected line managers that were re- 
sponsible for daily supervisory oversight to meet with examiners, 
bank executives, risk managers, auditors, and directors on a reg- 
ular basis. In this regard, I also attended board meetings with the 
region’s largest and most troubled institutions whenever possible. 
I believe in supporting examiners and their conclusions and in tak- 
ing supervisory action in accordance with agency policy to address 
weaknesses. 

The then OTS philosophy toward supervisory actions was that 
they should be firm but fair. Generally, the prevailing OTS practice 
was to calibrate the action based on the confidence of obtaining cor- 
rection and within the parameters of the OTS then in existence en- 
forcement policy. I have seen many instances where a simple re- 
quest from an examiner or supervisor was effective in obtaining 
timely correction. To help ensure supervisory enforcement actions 
were taken in accordance with OTS’ policy, the West Region has 
long followed a practice of having a committee or executive review 
of possible enforcement action situations. OTS D.C. participated in 
most Enforcement Committee reviews and was always consulted. 
National tracking systems for following enforcement actions, exam- 
ination findings, and violations were in various states of refine- 
ment, development, or completion during this time at the OTS. 

Mr. Chairman, bank supervision is a hard job, and hindsight is 
a good teacher. There are things I wish I could change. I am al- 
ways deeply saddened when an institution fails because of the im- 
pact felt by all customers, communities, employees, and other 
stakeholders including taxpayers. Over my years in public service, 
I worked very hard to do the very best job possible in accordance 
with agency policies and procedures. 

Thank you again. I will do my best to answer all your questions. 

Senator Levin. Thank you very much, Mr. Dochow. Mr. Carter. 

TESTIMONY OF LAWRENCE D. CARTER, i FORMER EXAMINER- 

IN-CHARGE (2004-2006), AND CURRENT NATIONAL EXAM- 
INER, OFFICE OF THRIFT SUPERVISION 

Mr. Carter. Good morning. Chairman Levin. Thank you for the 
opportunity to testify on the matters concerning the supervision of 
Washington Mutual, also known as WaMu, headquartered in Se- 
attle, Washington. I am presently a national examiner for OTS, 
and I would like to tell you a little bit about my background so that 
you understand how my experience underlies my testimony today. 

My college education includes an associate degree from Northern 
Virginia Community College, which I received magna cum laude in 
1980. I then moved to Southern California, and I obtained a Bach- 
elor of Science degree in economics from University of California at 
Riverside in 1983. In 1987, I graduated from California State Uni- 
versity, Los Angeles, with a MBA specializing in finance. While in 
graduate school, I worked at Trust Company of the West, known 
as TCW, working with investment account management for pen- 
sion fund clients. 


^The prepared statement of Mr. Carter appears in the Appendix on page 149. 
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After I received my MBA in mid-1987, I went to work for what 
was then the Federal Home Loan Bank — still is — Federal Home 
Loan Bank of San Francisco, where I originally worked as a super- 
visory analyst. Shortly thereafter, in 1989, I became an examiner 
for the OTS when the examination functions at the Federal Home 
Loan Bank Board were transferred to OTS as part of the Financial 
Institutions Reform, Recovery, and Enforcement Act (FIRREA) of 
1989. 

I have served in lead examination roles for many years at many 
large and small savings institutions, some of which were troubled. 
I also served in support roles, performing in all the CAMELS areas 
of the exam: capital adequacy, asset quality, management, earn- 
ings, liquidity, and sensitivity to market risk. I have supervised on- 
site staffs of 70 or more examiners, including the generalist, safety 
and soundness examiners, compliance examiners, information tech- 
nology (IT), examiners, accountants, capital markets examiners, 
and Washington-based quantitative specialists that were well 
versed in the emerging Basel requirements. 

Throughout my career, I have worked closely and effectively with 
my counterparts from the FDIC, the Office of the Comptroller of 
the Currency, the Federal Reserve, and State regulators. 

It should be noted that, with few exceptions, OTS examiners do 
not work exclusively examining a single savings institution, but are 
generally involved in a number of different institutions over the 
course of a year. Examinations of small banks, as you might guess, 
take considerably less examination resources than large institu- 
tions like WaMu. 

From 1999 through 2002, I was what you would call the loan 
portfolio manager. On the annual WaMu examinations, the loan 
portfolio manager (LPM) was responsible for overseeing the asset 
quality or the A component of the CAMELS. In this role, I imple- 
mented a statistical sampling process for our review of WaMu’s ho- 
mogeneous loan portfolios, which included the home loan portfolio, 
and I oversaw the more judgmental sampling and loan review ac- 
tivities for other types of loans in multiple geographic locations. 

From 2003 through 2006, I was the dedicated examiner-in-charge 
(ETC) for WaMu. And as ETC, I was responsible for exam scoping 
and planning prior to our examinations or field visits. I was re- 
sponsible for overseeing the work of all examiners in managing 
communication of findings during the exam process and then pre- 
paring the examination report and leading what we call exit meet- 
ings with both management and the board of directors after the 
end of an examination. 

Of course, I performed these responsibilities under the guidance 
and oversight of my superiors both within the region and within 
Washington, DC, as well as with the support of numerous senior 
examiners and specialists. 

Late in my tenure as ETC, I worked to develop our continuous 
examination process, which we tailored after the large bank super- 
vision programs of the OCC and the Federal Reserve. 

As ETC at WaMu, I supervised an experienced team of examiners 
and supervisory professionals that thoroughly analyzed the issues 
and challenges concerning this very large financial institution. I 
worked closely with region and Washington office staff to resolve 
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complex policy issues as they arose. Our role during the examina- 
tion was to identify risks and regulatory issues, discuss those risks 
and issues up through the agency’s senior management, and then 
require appropriate corrective actions by WaMu management to 
address those risks and issues in a manner that promoted the safe 
and sound operation of the institution. 

Two years after I ended my term as ETC at WaMu, the institu- 
tion failed. I should note that I have no special personal insight 
into the final days of WaMu, but I would be pleased to share with 
the Subcommittee my observations and experience gained from my 
23 years of regulating savings institutions, and answer any of your 
questions. 

Senator Levin. Thank you very much, Mr. Carter. 

Mr. Reich, let me start with you. In your opening statement, ^ at 
the top of page 9 you wrote that stated income, low-document, and 
no-document loans were anathema to you. You said it was anath- 
ema because of your experience as a former banker. You were con- 
cerned about those types of loans for some time. You then came to 
OTS. Your examiner on the ground said that stated income loans 
was a flawed product. Your staff in Washington, DC, said that 
NINA loans — that is where there is no income and no asset figures 
given — were imprudent. You had the authority as Director of OTS 
to do something about it, but you did not. So what stopped you? 

Mr. Reich. Most of what you said is absolutely correct. I do not 
recall, though, hearing from my examiner on the ground saying it 
was a flawed product. 

Senator Levin. Well, you believed it was a flawed product your- 
self 

Mr. Reich. I did, and I questioned it at the outset, and 

Senator Levin. You were the Director, weren’t you? 

Mr. Reich. I was the Director. 

Senator Levin. So why not change it? 

Mr. Reich. From the outset, the argument against making any 
sort of immediate change was that this was a product that had 
been in existence on the West Coast of the United States for more 
than 20 years, dating back to the 1980s, and that the institutions 
which offered this product had minimal to no loss experience with 
it. It was also a common product that was used 

Senator Levin. Are you referring to stated income loans or Op- 
tion ARMs when you just said that? 

Mr. Reich. Both stated income and option instruments. 

Senator Levin. All right. It was your experience that these were 
flawed products. 

Mr. Reich. I would not necessarily call it a flawed product, but 
it was a product that I was uncomfortable with, and I was influ- 
enced by the fact that the product had been in existence for more 
than 20 years with positive experience in West Coast institutions. 

Senator Levin. It was anathema to you. 

Mr. Reich. It was. It was foreign to me. 

Senator Levin. No, it was anathema, not foreign. 


^The prepared statement of Mr. Reich appears in the Appendix on page 134. 
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Mr. Reich. I grew up in an era where the fundamental principles 
of credit administration were character, collateral, capacity, and 
conditions. 

Senator Levin. You used the word “anathema” in your state- 
ment. 

Mr. Reich. I did. 

Senator Levin. You have this procedure here, you have this ap- 
proach which is anathema to you, one of a number of things which 
were anathema to you, but they are still in existence. Did you, as 
head of the agency, not just say we are going to change this? 

Mr. Reich. I could have said that. 

Senator Levin. Why didn’t you say it? 

Mr. Reich. I chose not to because of the experience of institu- 
tions over the preceding 20 to 25 years. 

Senator Levin. And you regret it? 

Mr. Reich. In hindsight, I regret it. 

Senator Levin. Not in hindsight. In foresight you believed it was 
wrong. Coming in you believed it was 

Mr. Reich. We are at a point of hindsight today, and I regret it. 

Senator Levin. What kind of efforts did you make to change 
these practices? Did you issue a temporary new guidance and let 
people comment on it? 

Mr. Reich. No, I did not. As I said, I was influenced by the fact 
that there were 20 years of experience, of positive experience with 
these instruments. 

Senator Levin. So Washington Mutual then is originating hun- 
dreds of billions of dollars in these adjustable-rate mortgages. OTS 
allows them to engage in a set of high-risk lending practices in con- 
nection with the loans. You have low teaser loans, as low as 1 per- 
cent for 1 month, to entice borrowers. They were qualifying bor- 
rowers with lower loan payments than they might have to pay if 
the loan were recast. You are allowing borrowers to make min- 
imum payments, which is in the vast majority of the cases result- 
ing in negatively amortizing loans, and on and on. 

Then your people in the field make these kind of findings, and 
these are Exhibits Ic, Id, and le.^ Were you here when I read 
these findings in the field? 

Mr. Reich. I was not. 

Senator Levin. All right. Well, let me read them to you. I am 
going to again read the somewhat longer context that these are 
from. Exhibits Id and le. 

In Exhibit Id,^ “2004 Underwriting of these SER loans remains 
less than satisfactory.” 

“The level of SER underwriting exceptions in our samples has 
been an ongoing examination issue” — that means OTS was un- 
happy with them — “for several years and one that management has 
found difficult to address. . . .” 

Next, still 2004, this is what your folks found: “[Residential Qual- 
ity Assurancej’s review of 2003 originations disclosed critical error 
rates as high as 57 percent of certain loan samples. . . .” 


^See Exhibit Nos. Ic, Id, and le, which appear in the Appendix on pages 199, 200, and 202. 
2 See Exhibit No. Id, which appears in the Appendix on page 200. 
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In 2005, “SFR [Single Family Residential] Loan Underwriting 
. . . has been an area of concern for several exams.” That means 
several years. 

“[Securitizations] prior to 2003 have horrible performance.” 

Continuing reading down under 2005, “. . . concerns regarding 
the number of underwriting exceptions and with issues that evi- 
dence lack of compliance with bank policy.” 

Next, still 2005, “[W]e remain concerned with the number of un- 
derwriting exceptions and with issues that evidence lack of compli- 
ance with bank policy. . . . [T]he level of deficiencies, if left un- 
checked, could erode the credit quality of the portfolio. Our con- 
cerns are increased when the risk profile of the portfolio is consid- 
ered” — and it was risky — “including concentrations in Option ARM 
loans to higher-risk borrowers, in low and limited documentation 
loans, and loans with subprime or higher-risk characteristics.” 

In 2006, the next page, “[U]nderwriting errors continue to re- 
quire management’s attention.” 

“Overall, we concluded that the number and severity of under- 
writing errors noted remain at higher than acceptable levels.” 

In 2007, “Underwriting policies, procedures, and practices were 
in need of improvement, particularly with respect to stated income 
lending.” 

Your people are finding all this stuff. “Based on our review of 75 
subprime loans originated by [Long Beach], we concluded that 
subprime underwriting practices remain less than satisfactory.” 
How is that for an understatement? “Given that this is a repeat 
concern ... we informed management that underwriting must be 
promptly corrected” — “promptly corrected” — “or heightened super- 
visory action would be taken.” No, it would not. Year after year 
after year, it was not taken. Why should they believe it was going 
to be taken now? 

In 2008, “High [Single Family Residential] losses due in part to 
downturn in real estate market but exacerbated by: geographic con- 
centrations, risk layering, liberal underwriting policy, poor under- 
writing.” That is 2008, July. 

Then in Exhibit le,^ 2006, “Within [Enterprise Risk Manage- 
ment], fraud risk management at the enterprise level is in the 
early stage of development.” Heck, they are just beginning to man- 
age the fraud risk in 2006. 

In 2007, “Risk management practices in the . . . Home Loans 
Group during most of the review period were inadequate. . . . We 
believe that there were sufficient negative credit trends that should 
have elicited more aggressive action by management” — how about 
more aggressive management by your . . . agency? 

“In particular, as previously noted, the risk misrepresentation” — 
here you go. Now you are talking fraud. “. . . the risk misrepresen- 
tation in stated income loans has been generally reported for some 
time.” For some time it has been going on. 

On and on, year after year. So what do you do about it? What 
does OTS do about it? Not one single formal enforcement action 
against WaMu from 2004 until 2008. 

Mr. Reich. That is not correct, Mr. Chairman. 


^ See Exhibit No. le, which appears in the Appendix on page 202. 
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Senator Levin. Until the end of 2008, it is correct. 

Mr. Reich. There was a formal enforcement action for BSA and 
flood insurance violations that led to — which was a formal action 
and included 

Senator Levin. That is an overcharge for flood insurance. That 
is not what we are talking about. 

Mr. Reich. Civil money penalties. 

Senator Levin. That is not what we are talking about. 

Mr. Reich. But it also included BSA and anti-money-laundering 
violations. 

Senator Levin. That is a money-laundering violation. We are 
talking about what they were doing in terms of the underwriting 
practices, the credit practices here, the mortgages they were 
issuing. No board resolutions required, no Memorandums of Under- 
standing required, no fines. So the bank — I forgot what the number 
was. It came out. I think Senator Coburn used a number as to how 
many warnings, how many findings, how many deficiencies, year 
after year after year. 

Mr. Reich. I think he cited a number in excess of 500 items. 

Senator Levin. Yes. Now, is that apparently normal for OTS? 

Mr. Reich. Is what normal? 

Senator Levin. What I just described. You go year after year 
after year of these kind of findings, and you do not have any formal 
action taken. All you do is say we have told them they ought to do 
better, we have told them they ought to do better, they say they 
will do better. And they do not. 

Mr. Reich. My response to that, Mr. Chairman is that 

Senator Levin. You are the cop on the beat or supposed to be. 
Not a ticket, not a fine for this? How many years would it have 
taken if they did not go under before you would have acted? Is this 
acceptable to you? 

Mr. Reich. Washington Mutual was a 2-rated institution until 
early 2008. 

Senator Levin. Well, it took you long enough 

Mr. Reich. Typically, formal actions are not utilized in institu- 
tions that are 1 and 2 

Senator Levin. Well, that is in your hands. That is your decision 
not to give them a formal warning. 

Mr. Reich. I think that is the fairly common practice in 

Senator Levin. It may be common, but that is OTS’ determina- 
tion not to take any kind of formal action at all, and the 2 is your 
decision. 

Mr. Reich. That is true, but 

Senator Levin. And you were reluctant to increase it to a 3 even 
though the FDIC was pushing you to do it, and when you did fi- 
nally — finally — decide in early 2008 to push it from a 2 to a 3, you 
did not even then do anything publicly. You then violated your own 
policy, issuing a Memorandum of Understanding instead of — ^you 
had a board action, which is private, instead of a Memorandum of 
Understanding, which is public. Even after all these years of all 
these violations, you finally decide in early 2008 you are going to 
push them from a 2 to a 3, you then do not make that public, you 
do not do what policy indicated you traditionally do, which is to 
have a Memorandum of Understanding, which is a public docu- 
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ment. You delay that for months. Then you apologize in an email, 
“I am so sorry,” you say, you are so sorry that you have to write 
him with an email. You have tried him twice on the phone. 

Now, I got to tell you, it is not only feehle enforcement, it is piti- 
ful enforcement. You want to defend it? Go ahead. 

Mr. Reich. I would simply point out that the FDIC had a resi- 
dent examiner on premise at Washington Mutual throughout the 
entire period of time that you are talking about, and that there was 
no ratings disagreement of Washington Mutual being a 2-rated in- 
stitution until 2008. 

Senator Levin. And then there was a disagreement 

Mr. Reich. And then there was. 

Senator Levin. You disagreed with them. So for another 6 
months after they went pushing you to a 3, but this — did they 
make these kind of findings year after year after year, the FDIC? 

That was your agency. Don’t try to say the FDIC was sitting 
there. Your agency had primary responsibility, not FDIC. As a mat- 
ter of fact, you even pushed them away, your people, because they 
did not have primary responsibility. You pushed them away. You 
did not want them to have a seat at the table. You would not even 
give them a desk, by the way. But your people made these findings, 
not FDIC. You are the primary regulator, and you did not want 
FDIC to be meddling around in your backyard. 

Now, let us go back to your agency. Year after year you make 
these findings. Is that in your judgment adequate regulation? 

Mr. Reich. Well, those are all items that are taken from exam- 
ination reports, and they are sort of taken out of context. 

Senator Levin. No, they are not. I read the context. I gave you 
the context on these. 

Mr. Reich. I believe the 2006 examination report states in the 
cover letter that risk management practices and internal control 
environment continue to improve in 2005. 

Senator Levin. Well, I read you 2006. 

Mr. Reich. Right. 

Senator Levin. OK. So it said it had not. They remain. 

Mr. Reich. The 2007 general comments for the year 2006 and 
through the first quarter of 2007 indicated that there were con- 
tinuing credit challenges, that operating results improved, that 
there had been a cease-and-desist order with BSA, AML, an in- 
crease — 

Senator Levin. That was the money-laundering issue. 

Mr. Reich. That is correct. 

Senator Levin. Yes. I would not cite that in defense of your fee- 
ble enforcement, that there is a money-laundering order. But, at 
any rate, let us talk about what they were doing there with mort- 
gages. 

Mr. Reich. It also said that asset quality was satisfactory and 
trends were negative. 

Senator Levin. Are you using that as a defense? 

Mr. Reich. I am not using it as a defense. I am simply pointing 
out that the examination results in sum indicated that the institu- 
tion still deserved for the years up until 2008 the 2 rating that it 
was given by the OTS, and that was agreed to by the FDIC. 
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Senator Levin. And then the FDIC in February 2008, they fi- 
nally persuade you, and they made an effort, by the way, for some 
time to persuade you to go to a 3, but nonetheless, finally in Feb- 
ruary 2008 you have a 3 rating. What happened? Why, then, is 
there not the usual traditional Memorandum of Understanding, so 
called, made public? Why is it then? 

Mr. Reich. I don’t know, to tell you the truth. I do not know why 
it took so long to implement the MOU. 

Senator Levin. Why don’t you know? This is a huge issue. You 
knew you were coming here. Why don’t you know that? I mean, you 
used that as an excuse for no formal enforcement action, that they 
were a 2 instead of a 3. Then you come in front of us and you say, 
well, you don’t know why it took so long when you finally decided 
to move them to a 3 to have a Memorandum of Understanding 
which is public for failure for another, what, 7 months, from Feb- 
ruary, and you don’t know why? 

Mr. Reich. Well, I knew that there was 

Senator Levin. You should know why. 

Mr. Reich [continuing]. A great deal of back and forth be- 
tween — 

Senator Levin. Not with FDIC. They were pushing you hard to 
go to a 3. So who is the back and forth with? 

Mr. Reich. I think the back and forth is between the OTS, the 
FDIC, and perhaps regional management on the West Coast. I am 
not certain. 

Senator Levin. It wasn’t with FDIC. They were pushing you 
hard. Are you at all embarrassed by this? 

Mr. Reich. I am. 

Senator Levin. You ought to be. 

Mr. Reich. I am, by nature, Mr. Chairman, a humble person. I 
am a casual person and an informal person, and it is not at all un- 
usual for me to address the people who run the institutions that 
I supervised, was responsible for supervising, by their first name, 
if I know them, particularly if I am 10 years older than they are. 

Senator Levin. The apologetic nature of that email doesn’t 

Mr. Reich. I am not disturbed. I make no apologies 

Senator Levin. It doesn’t come through to you at all? 

Mr. Reich. I make no apology for that email whatsoever. 

Senator Levin. Do you make any apology for the 6-month delay 
in making public their rating? 

Mr. Reich. No, I don’t know if apology is the right word, but I 
regret that there was a 6-month delay. 

Senator Levin. And you don’t know why? 

Mr. Reich. I don’t recall now. It has been 2 years, and I can’t 
remember yesterday, let alone 2 years. But I regret that it took so 
long. 

Senator Levin. This was not some ordinary institution, by the 
way. As you know, it is the largest institution that has ever been 
taken over by FDIC, bank or thrift. So this is not something which 
is sort of asking you to kind of look back at some institution which 
was some small institution you can’t remember. This was the big- 
gest bank failure in history. 

Mr. Reich. That is true. 
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Senator Levin. So when you tell us you can’t remember why it 
is that at a critical time you can not remember why it is 

Mr. Reich. I was not personally involved in the negotiation of 
the components of the MOU and I do not know, I do not recall, 
don’t think I ever knew exactly the reasons for the length of time 
that it took. 

Senator Levin. Well, Mr. Dochow, maybe you can tell us. Why 
did it take so long? 

Mr. Dochow. Mr. Chairman, my recollection is that the interim 
downgrade to a 3 from a 2 was done on an interim basis. This was 
before the examination results were completed. This was before the 
examination findings had been written. This was a proactive move, 
quite frankly, to move this institution from a 2 to a 3 based on 
what we were seeing. And as a result 

Senator Levin. The FDIC wanted to do it a lot earlier than you 
did, right? 

Mr. Dochow. I don’t have that recollection. 

Senator Levin. You don’t? 

Mr. Dochow. My recollection is that any differences we had were 
in late 2008, mid-2008, over a rating between a 3 or a 4, not to a 
3. I think there was general concurrence, based on my recollection. 
And that was an interim move. That was a proactive move to do 
it before the examination had concluded, and a Board Resolution 
was required. Now, you can argue that the Board Resolution may 
have been stronger, but remember, this examination was ongoing. 
The examiners are still developing facts and we were working to- 
wards an enforcement action. 

Senator Levin. Well, then how do you — I will have to go back to 
Mr. Reich, his own memo here in July. This is July. “I’ve been 
wrestling with the issue of a MOU versus a Board Resolution as 
a result of our conversation in my office. I have decided that a 
MOU is the right approach for OTS to do in this situation. We al- 
most always do a MOU for 3-rated institutions, and if someone 
were looking over our shoulders, they would probably be surprised 
we don’t already have one in place.” You betcha. July 3. It wasn’t 
until, when, September, that the MOU was finally made public. So 
there is another — July, August, September — another couple of 
months. 

But, Mr. Reich, this is your memo, this is your email to Kerry. 
You would like to be able to say a Board Resolution is the appro- 
priate — it is so apologetic, and you don’t even see that. And then 
he says, “[T]he investment community . . . would probably only be 
surprised to learn that one didn’t already exist.” 

Now, you can say whatever you want, Mr. Dochow, about this 
was something in progress, this was interim. There was a decision 
that was made in February, was that not true? Wasn’t there a deci- 
sion made in February to move them from a 2 to a 3? 

Mr. Dochow. Yes. 

Senator Levin. OK. 

Mr. Dochow. Mr. Chairman, my recollection may not be precise 
here. It has been quite some time, and I have had some limitations 
on access to documents. But I believe the OTS policy at that point 
in time did not require the initiation of a MOU. But instead, at 
that point in time, the OTS policy was consideration of a Board 
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Resolution or a MOU, and that the policy requiring a MOU came 
in place after that time period. 

Senator Levin. Well, I am just reading the memo from Mr. Reich 
here to Mr. Killinger. “Kerry, we almost always do a MOU for 3- 
rated institutions, and if someone were looking over our shoulders,” 
which I sure as hell wish there were, “they would probably be sur- 
prised we don’t already have one in place.” I mean, that is your 
email, so pretty good evidence contemporaneously. 

Senator Kaufman. 

Senator Kaufman. Thank you. I would like to go through some 
of this. Mr. Reich, what is a stated income loan? 

Mr. Reich. It is a loan where the borrower states his income. But 
there is actually a little bit more documentation behind stated in- 
come, low documentation, and no documentation loans than is obvi- 
ous. Those are catch-all terms. But it is my understanding that 
there is a little more documentation than the popular conception. 

Senator Kaufman. We had a panel the other day and I asked 
each of them and they said stated income loans are loans where 
the only income is the stated income 

Mr. Reich. I think that in many cases, there is background 
checking of reasonableness for the amount of income reported, de- 
pending upon the person’s occupation. 

Senator Kaufman. Is that your testimony, is that there was 
background checking on stated income loans beyond 

Mr. Reich. That is what I have been told. 

Senator Kaufman. Yes. And that is 

Mr. Reich. Now, I am not saying that was the case in every stat- 
ed income loan 

Senator Kaufman. Right. 

Mr. Reich [continuing]. But that there were some procedures 
which existed 

Senator Kaufman. Right. 

Mr. Reich [continuing]. By institutions that made stated income 
types of loans that relied upon other types of reporting agencies to 
sort of verify the reasonableness of income for certain types of occu- 
pations. 

Senator Kaufman. Right. Mr. Dochow, has that been your expe- 
rience with stated income loans? 

Mr. Dochow. Actually, I think Mr. Reich is very accurate here. 
Stated income loans tend to refer to programs for stated income. 

Senator Kaufman. Right. 

Mr. Dochow. They were originally designed for self-employed 
high-income individuals. 

Senator Kaufman. Right. 

Mr. Dochow. They migrated over the years and they were of- 
fered inappropriately to some customers. 

Senator Kaufman. OK. 

Mr. Dochow. But when an institution makes a stated income 
loan in their program, they should be getting, and the expectation 
is they are checking FICO scores 

Senator Kaufman. Right. 

Mr. Dochow [continuing]. They are checking appraisals and 

Senator Kaufman. Right. 
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Mr. Dochow [continuing]. They are doing a reasonableness test 
on that stated income. 

Senator Kaufman. Right. 

Mr. Dochow. So they have outside data sources for doing that. 

Senator Kaufman. Right. 

Mr. Dochow. And that is what the examination process referred 
to. So there are additional checks. It is not a customer walking in 
and saying, “I make $100,000. Give me the loan.” That is just not 
the way it is done. 

Senator Kaufman. You are not saying that is the way it is done. 
You are saying that is the way it is not supposed to be done? 

Mr. Dochow. That is not supposed to be done that way. 

Senator Kaufman. Exactly. And why did they even start a stated 
income? Why would you even have stated income loans? I mean, 
if I were to borrow money, I fill out this whole incredible form 
about where is my bank account, how much is in it, and how much 
I make, and have to provide documentation of what I make. It is 
the one thing that I think everybody in America knows, when you 
go into a loan, you have got to verify to the person that is making 
the loan what your income is. 

Mr. Dochow. And I do the same thing. Senator 

Senator Kaufman. Right. 

Mr. Dochow [continuing]. And I think that is the appropriate 
way — but I think we also need to keep in mind, the way it has been 
explained to me is that stated income originally was for high-in- 
come individuals who had income that was hard to document 
through a W-2. 

Senator Kaufman. Right. 

Mr. Dochow. Now, what happened was, over the years, it be- 
came commoditized 

Senator Kaufman. Exactly. 

Mr. Dochow [continuing]. And the GSEs started accepting the 
programs. 

Senator Kaufman. Yes. 

Mr. Dochow. And even their automated underwriting. Desktop 
Underwriter or Loan Prospector, started accepting more liberal 
terms. 

Senator Kaufman. Exactly. 

Mr. Dochow. And so it became the situation where the docu- 
mentation kept in the file, quite frankly, sometimes was purged. 

Senator Kaufman. Yes. 

Mr. Dochow. As you heard earlier today. 

Senator Kaufman. Yes. 

Mr. Dochow. Now, it was purged not because it wasn’t consid- 
ered. 

Senator Kaufman. Right. 

Mr. Dochow. It was purged because the stated income loan had 
to operate under a given program. 

Senator Kaufman. Right. 

Mr. Dochow. In order to qualify for the program, you couldn’t 
have that information in the file. So I think there 

Senator Kaufman. How would you have a program, you said you 
can’t have the W-2 form in there? 
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Mr. Dochow. Because that is my understanding, the way it has 
been explained to me is that is the way the GSEs and the sec- 
ondary market accepted those programs. 

Senator Kaufman. No, I can understand why they accepted the 
program. They will accept anything. They were trying to get as 
many mortgages as they could and get mortgage-hacked securities 
and make it all work. I am just saying, why would the OTS accept 
that? 

Mr. Dochow. I can tell you that it was standard practice that 
those loans were made, and that to the extent they were sold into 
the secondary market without recourse, or even with recourse — we 
focused on the recourse, quite frankly. 

Senator Kaufman. Sure. You didn’t focus on the riskiness of the 
loans? 

Mr. Dochow. We focused on the riskiness to the bank in terms 
of what it may have to repurchase. 

Senator Kaufman. In other words, if some bank just said, look, 
we are not going to use any of this program, we are just taking 
money in, you wouldn’t look at that as something to consider in 
your oversight regulating an institution? 

Mr. Dochow. No. I maybe have misunderstood the question. 

Senator Kaufman. Sure. 

Mr. Dochow. We obviously are concerned with an institution’s 
ability to prove the ability of the customer to repay the loan, and 
that is why the agencies on an inter-agency basis issued the Non- 
Traditional Mortgage Guidance and the Subprime Guidance, to 
make sure that you documented the customer’s ability to repay. 

Senator Kaufman. Right. Mr. Reich, I assume you agree with 
what Mr. Dochow was saying? 

Mr. Reich. I do. 

Senator Kaufman. So it started out 20 years ago as a program 
for high-wealth people. I was going to go on, but I have to stop on 
that. It seems to me a high-wealth person is the easiest person to 
show you what they have got. And obviously, they are going to be 
the ones with the biggest mortgages. It made more sense the other 
day. They were saying it started with people who are self-em- 
ployed. What would you say a high-income person would be? 

Mr. Dochow. Well, Senator, what I meant, when I said high-in- 
come, I was including self-employed 

Senator Kaufman. No, I meant, what is a high-income person? 

Mr. Dochow. It would vary upon the type of loan they were get- 
ting — 

Senator Kaufman. No, I mean, what would you consider? If you 
were putting together a program and you started and you said, 
look, we are starting a program and we are going to have high-in- 
come people 

Mr. Dochow. High six-figure incomes. 

Senator Kaufman. High six-figure. I cannot believe that anyone 
with a high six-figure income comes in for a loan and doesn’t give 
you documentation on what they are making, at least a portion of 
what they are making. To have no stated income, that is hard to 
believe. 

So it started out. It was one of those things you used in special 
cases. I think, Mr. Reich, that is what you said. It is a special case. 
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We are going to use it with high-income people. The people the 
other day said we are going to start out using it with folks who are 
self-employed. So that is a good program, and it is working for 20 
years, as Mr. Reich says. 

What happens when you find out that 90 percent of all WaMu’s 
home equity loans are stated income, and you find out that 73 per- 
cent of all Option ARMs are stated income, and 50 percent of your 
suhprime loans are stated income? I mean, wouldn’t you stop at 
that point and say, what is going on here? Mr. Reich. 

Mr. Reich. I didn’t know those percentages until I heard you say 
them today. 

Senator Kaufman. Let me just make sure I get this in context. 
WaMu was one of the big thrifts that you were supervising? 

Mr. Reich. That is correct. 

Senator Kaufman. In fact, they were the biggest, right? 

Mr. Reich. That is correct. 

Senator Kaufman. And they had, I think at one point, of the 
thrifts you were supervising, 25 percent of all the assets under su- 
pervision were WaMu assets? 

Mr. Reich. Approximately. 

Senator Kaufman. Do you think it is hard for me to believe that 
you didn’t know that 90 percent of all the home equity loans they 
were doing were stated income? 

Mr. Reich. I don’t know if it is hard for you to believe or not, 
but I did not personally keep track of the composition of each seg- 
ment of their portfolio. I was focused on asset quality overall and 
not within each component of the portfolio. 

Senator Kaufman. Mr. Dochow. 

Mr. Dochow. The percentages are alarming. 

Senator Kaufman. Yes. 

Mr. Dochow. But I also think it is fair to keep in perspective dif- 
ferent products. 

Senator Kaufman. I am trying to keep this in perspective. I real- 
ly am. 

Mr. Dochow. Let us take the home equity loans. 

Senator Kaufman. Sure. 

Mr. Dochow. If you and I went into a bank and wanted a home 
equity line of credit, those become automated approval proc- 
esses — 

Senator Kaufman. Right. 

Mr. Dochow [continuing]. Much like a credit card. 

Senator Kaufman. Sure. 

Mr. Dochow. You fill out your paperwork, you put down what 
your income is 

Senator Kaufman. Right. 

Mr. Dochow [continuing]. And the bank pulls your FICO scores, 
your credit reports, the loan gets approved or disapproved. Those 
programs lend themselves more to that type of underwriting. 

Senator Kaufman. Right. 

Mr. Dochow. They are smaller in dollars. They are large in vol- 
umes. And the credit score, their credit reports, their loan-to-value 
ratios were historically the most predictive of ability to pay and 
those loans’ performance. 
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Senator Kaufman. So why not just ask people what their income 
was and have some verification for it? That is the part I am having 
trouble with. I got all the rest of it. 

I mean, we could poll everybody in this room. I don’t think any- 
one has ever gone in, outside of maybe if they were with WaMu 
or some of the other banks in California which did practice this, 
Mr. Reich, or this business as WaMu — I don’t think anybody in this 
room has ever gone into a loan and they said, what is your income, 
and they said, OK, that is enough. I am going to check your FICO 
score and everything else, but you don’t have to document where 
your income is coming from. You don’t have to give me a W-2 form. 
You don’t have to do anything else. I have credit cards, I have 
never seen that as an experience for me. 

And again, I realize it started in this industry, and I think 
maybe it started for a good reason. And as Mr. Reich said, I think 
everyone would say this is an anathema. A stated loan is anath- 
ema. I think that is what most people would say. I think the two 
regulators who were here earlier kind of went, wow. When the 
folks from the two risk managers that testified the other day were 
concerned about this and reported their concern to management. 

So I am trying to figure out — ^because every time something like 
this has come down over history, the standard answer you hear — 
well, everybody did it. Everybody did it. And when you hear that, 
that is when I get very scared because what are we going to do 
here in the Senate so that we deal with a concept that everybody 
did it is — we are a Nation of laws, not a Nation of everybody did 
it. 

Mr. Reich and Mr. Dochow, would you like to comment on my 
concern? 

Mr. Reich. I think stated income loans have since been ruled un- 
satisfactory — I am not entirely certain of that, but I believe that 
the regulators have since eliminated stated income loans as a cat- 
egory of loans in the future. 

Senator Kaufman. So that is what really concerns me. Do you 
get the point I am trying to make? Here is a policy that everyone 
agrees was a very bad policy. Here is a policy that was so wide- 
spread that 90 percent of the home equity loans fall in this policy, 
a policy that you said was anathema, a policy that even Mr. 
Dochow, with all due respect, other concerns, most people say was 
bad. I am not talking about people in this room, I am talking about 
regulators, people in WaMu. Every time I have read it, everything 
I read about stated income, from experts, folks like you, they say, 
this is not a good pro^am. This is not a good idea. 

And you allow a situation to develop where 90 percent of the 
home equity loans, 73 percent of the Option ARMs — I keep saying 
these numbers over again because I hope they are going to 
change — 50 percent of the subprime loans are stated income loans. 
And once it comes to light, everyone says we have to stop this. 

Mr. Dochow, with all due respect to your explanation of how this 
is a loan and could make some sense, everybody said. Whoa, this 
has got to stop. 

And so, Mr. Reich, my point is, when you are sitting up here, you 
are trying to figure out, how do we stop this — what is the next stat- 
ed income loan? Do you see what I am saying? What is the next 
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program where people will say, well, everybody did credit default 
swaps. Everybody did XYZ. Everybody took $500 out of the till 
every Thursday before they went home. Do you see my concern 
here? 

Mr. Reich. I understand your frustration. 

Senator Kaufman. Thank you. Mr. Dochow. 

Mr. Dochow. I think you make an excellent point. Senator. Let 
me add a little, if you will, flesh to some of your comments 

Senator Kaufman. Sure. 

Mr. Dochow [continuing]. Because I think they are absolutely on 
point. We saw when credit cards first came out, as an industry, 
that the modeling worked great for a few years, then failed miser- 
ably. 

Senator Kaufman. Yes. 

Mr. Dochow. We saw it with Basel II, the capital analysis that 
it said these mortgages needed very little capital. There is very lit- 
tle risk. Everybody was overcapitalized. 

And so what we find is that the financial system, to the extent 
it is free market, it develops products for the short-term. 

Senator Kaufman. Yes. 

Mr. Dochow. And that is very difficult because you have that 
balancing act between having a free market, capitalistic system 
and a safe and sound system. And to have someone just simply 
rule, this product is good, this product is bad, has some con- 
sequences. So it is a very difficult dilemma and 

Senator Kaufman. Yes, and frankly, I am concerned, because I 
don’t want to see over-regulation, and I know you don’t, either. But 
when you have situations like this, like you say, it was a systemic 
problem, and it was a systemic problem right to the top, we are 
going to just self-regulate the markets, we don’t need any regula- 
tion, it was pretty widespread. 

Let me ask you, though, at some point, Mr. Thorson said earlier 
that this is like the fact that these numbers, which I will not read 
again, there were so many of these types of loans, and as the 
Chairman said, even have specific cases where people went in and 
redacted the W-2, at some point, doesn’t this begin to look like 
fraud on somebody’s part? 

Mr. Dochow. I will comment. Senator, if I may. 

Senator Kaufman. Sure. 

Mr. Dochow. Actually, I think it raises a different issue 

Senator Kaufman. OK. 

Mr. Dochow [continuing]. In addition to the potential fraud. It 
raises the issue of income and incentives. And what I mean by that 
is stated income programs generally gave the lending institutions 
a higher margin. 

Senator Kaufman. Right. 

Mr. Dochow. And even though the customer provided the in- 
come, even though the bank may have considered the income 
and 

Senator Kaufman. Right. 

Mr. Dochow [continuing]. Looked at those W-2s, when they were 
redacted from the file, the bank was then entitled to the higher in- 
come. 

Senator Kaufman. Right. 
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Mr. Dochow. Now, the customer may have come in and applied 
for the stated income program and requested it and the bank had 
income information, but the bank — I think the issue it raised in my 
mind when I heard that earlier was — what is the incentive here? 

Senator Kaufman. Right. 

Mr. Dochow. Is the customer being given a higher-costing prod- 
uct than they should have been given? 

Senator Kaufman. Yes. And here is my concern. I was at a hear- 
ing yesterday on Afghanistan and the national police and the prob- 
lem that we spent $8 billion and we have nothing to show for it, 
and there is a way to deal with this at such a high level that we 
get away from what actually happened. Oh, yes, it was because of 
Basel. It was because of the national leadership in this country 
saying we should have a free market and we didn’t need any regu- 
lation. 

And we have now learned that is not a problem, that was a real 
problem. Alan Greenspan, as one of the parents of this, said this 
is a problem. It causes me dismay that we failed. We found out 
that the stated income loan doesn’t work. But this is at a very cold- 
blooded level. 

In the end, it took some people down in the trenches — and we 
know that the Wall Street people were coming and encouraged peo- 
ple to give mortgages. We can get these mortgage-backed securities 
and we know we can move them down the line and they lead, like 
the Chairman said, toxic waste flowing down the river away from 
us. 

And in that kind of environment, everybody — and we have a 
compensation program, as you said, which is just saying to people, 
you got a lot more compensation the more risky the events got. So 
this is all happening. 

But in the end, somebody has to say, I am going to break the 
law. I am going to commit fraud. I am going to do something. When 
you have 90 percent stated income loans — by the way, it is from 
the top of the firm right on down. Everybody has got to know what 
is going on. These are not dumb people. 

And that is kind of what my concern is. OK, I understand it. It 
was a bad environment. They weren’t getting good guidance from 
their national leadership. I understand that they were doing tech- 
niques that had been used, as Mr. Reich says, for 20 years and 
were OK. I know my compensation is way up. Everybody’s com- 
pensation is up, the more of these things we do. And I know Wall 
Street was singing their siren song about mortgage-backed securi- 
ties and we can all make a lot of money. 

As Mr. Thorson said, this is a target-rich environment. It took 
some people in the building to basically say, I am going to take the 
money. I am going to put in stated loans. I mean, there are cases 
where everybody involved, every loan, they go to someplace and 
just tell me what you want, fill out the forms, we are off and run- 
ning, right? I mean, this is an environment. 

As a regulator, I mean, if you were regulating this now and you 
knew about this thing, isn’t this time to send some notices to the 
Justice Department about referrals? 

Mr. Reich. If we see evidences of fraud, we should refer it to the 
Justice Department. 
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Senator Kaufman. All right. Mr. Dochow. 

Mr. Dochow. In fact, Senator, one of the things I have heen 
known to do is to require institutions themselves to make the 
criminal referrals, also. 

Senator Kaufman. Right. That would he the best. But the prob- 
lem is, when you have it, like you said, systemically, where people 
are — Mr. Reich, you didn’t know about this 90 percent, 73, and 50 
percent, and hindsight is 20/20, but not taking hindsight, just say- 
ing today, if you knew when you were there that 90 percent — these 
numbers, wouldn’t you at least look into the fact that there might 
be fraud being created? 

Mr. Reich. I might have, had I known those numbers at that 
point in time. 

Senator Kaufman. Yes. Mr. Dochow. 

Mr. Dochow. The answer is yes. 

Senator Kaufman. Mr. Carter, you have been sitting here very 
patiently through the whole thing. What do you think? 

Mr. Carter. We knew there was a greater propensity for fraud 
in stated income loans. From an examination standpoint, we would 
look at the fraud risk management practices of the institution from 
the top down. 

Senator Kaufman. And if you saw this going on, you were aware 
of these numbers, you would have at least asked them to make a 
referral to the Justice Department? If not, you would have referred 
it yourself? 

Mr. Carter. Any time we saw any evidence of anything criminal, 
we would require the institution to file a Suspicious Activity Re- 
port. 

Senator Kaufman. And is it fair to say that since, at least Mr. 
Reich and Mr. Dochow — by the way, were you aware of these num- 
bers, 90 percent, 73 percent, and 50 percent? 

Mr. Carter. I don’t recall those numbers offhand. 

Senator Kaufman. So we are saying no one was aware of the 
numbers. But what we are saying is if you did know the numbers, 
you would at least in the first instance begin to look into — I read, 
Mr. Carter, you would have looked into it? I mean, the target-rich 
environment is not a bad phrase to use when you have 90 percent 
of your loans being stated income, is that fair to say? 

Mr. Carter. We elevated our review of fraud risk management 
practices as the market began to heat up 

Senator Kaufman. Yes, but I mean, back in the beginning, and 
this is what scares me. We start using things like fraud, examina- 
tion, whatever you just said, and it all sounds so nice and cold- 
blooded, but when you look down at this thing, as you say, and you 
look at this and you say, there is somebody committing fraud down 
here, and it isn’t just some clerk down at the bottom doing this. 
They are doing something that Mr. Reich has qualified as an 
anathema, that everyone considers as poor banking policy, and 
they are doing it within 90 percent of their prime loans and 53 per- 
cent of their — somebody down there is doing something. 

And so it doesn’t matter whether you are making money or not, 
to go back to the Chairman’s point. This institution is making 
money or isn’t making money. You still look at this thing and say, 
what is going on here? And if you knew that, I think all three of 
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you agree, you would look into it, and I suggest that if you looked 
into it based on what others have said, you would have found that 
this just wasn’t happening. This was not a coincidence. That is the 
only point I want to make. Am I making a fair statement, Mr. 
Reich? 

Mr. Reich. In my opinion, our examiners on the ground were 
testing asset quality throughout all of their portfolios and they did 
that consistently, year after year after year. 

Senator Kaufman. Right. 

Mr. Reich. And the institution continued to be 2-rated, which 

is 

Senator Kaufman. But, I mean, because you didn’t have it and 
you didn’t know — ^you now know that all these stated loan things 
were out there. Don’t you have to, now that you know, say that at 
least you would begin to look into the possibility that it might be 
fraud? 

Mr. Reich. I would agree with that. Senator Kaufman, but I 
think, also, we need to remember what the economic environment, 
the competitive environment and 

Senator Kaufman. Sure. I have got it. 

Mr. Reich [continuing]. The emphasis on the American dream, 
getting people in their homes 

Senator Kaufman. Right. 

Mr. Reich [continuing]. And finding financing vehicles that 
would enable them to do that. 

Senator Kaufman. OK. Thank you. The only point I want to 
make is we went through that in Basel II, where all these things 
are going on, but in the end, when it comes — that is what scares 
me, Mr. Reich. I am getting OK, and then you scare the hell out 
of me again because you basically say, well, you have got to under- 
stand the environment. So it is the environment. Everybody was 
doing it. You have got to understand that. 

And my basic thing is, if that is what we are, then Senator Levin 
and I are on a fool’s errand to try to straighten this out. If every 
time something gets to be popular and every time people are mak- 
ing a lot of money — I mean, if people are making a lot of money, 
my normal response would be, I ought to look at that. That is not 
reassuring to me. 

Mr. Reich. Senator, I think lessons have been learned from what 
we have been through. 

Senator Kaufman. Thank you. Mr. Dochow. 

Mr. Dochow. One observation I would offer is I have always be- 
lieved that companies such as banks who are insured by the FDIC 
and the taxpayer is ultimately on the hook ought to have a special 
standard, a special creed of some type, and that their performance, 
in part, ought to be measured by that standard to the customer, 
to the public interest. 

I can tell you, in my career, I have been dismayed at comments 
from CEOs and even small community banks who say their only 
responsibility was to shareholders. 

Senator Kaufman. Right. 

Mr. Dochow. I think that gets to the linchpin. 

Senator Kaufman. I think that is basically — I am sorry to have 
gone so far over, Mr. Chairman. 
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Senator Levin. No, not at all. I am glad you are doing what you 
are doing — it is exactly on target. It is not, though, just what you 
have discussed. It is also the cultural environment inside the regu- 
latory agency. I want to read you a couple more emails about that 
cultural environment. 

If you take a look at Exhibit 301, right in the middle there, it 
says — this is to you, Mr. Dochow. “We are going to have the same 
battle on the complaint memo, although I still stand by the find- 
ings. Since we weren’t able to do a separate evaluation of the proc- 
ess, they will fight it. It doesn’t matter that we are right, what 
matters is how it is framed. And all we can do” — listen to this — 
“is point to the pile of complaints and say there is a problem.” 

That is not all you can do. You can do a lot more than that if 
you have the will to do it. 

Take a look at Exhibit 34. ^ This one is really pretty dramatic 
stuff. Exhibit 34, this is a time when OTS was looking at an under- 
writing recommendation, and they were going to be a little bit 
tougher in their recommendation, and they were talked out of it by 
the bank. Take a look at page 2. “OTS confirmed today that they 
will re-issue this memo without the ‘Criticism.’ It will be a ‘Rec- 
ommendation.’” So it starts off as a criticism, but then OTS is 
talked into making it less than a criticism. It is just going to be 
a recommendation. 

And then if you look at the first page of Exhibit 34, you will see 
a memo, “Good news” — this is inside of the bank. “Good news — 
John” — and that is Robinson at WaMu — “was able to get the OTS 
to see the light” — you guys were really seeing the light a lot — “and 
revise the Underwriting rating to a Recommendation. Our response 
is already complete.” 

And then at the top of this memo from the head of Home Loans, 
“I’ll bet you’re a happy guy!!! Well done.” 

Well, they were too happy too often with OTS backing off from 
taking strong action. 

And then take a look, if you would, at — and, by the way, while 
Senator Kaufman is here, I think that stated income loans are still 
not prohibited at all. We just heard that from the last panel, so I 
think, Mr. Reich, when you said that you thought 

Mr. Reich. I thought it had been dealt with in the past year. 

Senator Levin. No, it is not at all dealt with. It is still a very 
open issue, and it is the reason why Congress has a responsibility 
to put down some bright lines here. We cannot rely on the regu- 
lators. That is obvious from today’s hearing, it seems to me. We 
should be able to rely a lot more on the regulators, but we cannot. 
We have to do some tough stuff 

Senator Kaufman. All the same, Mr. Chairman, good fences 
make good neighbors, and I think good regulators work best when 
they have bright-line rules on what is OK and what is not OK. 

Senator Levin. They can point to them when they come to telling 
the folks they are supposed to regulate. Hey, this is the law, we 
are going to enforce it. 


^See Exhibit No. 39, which appears in the Appendix on page 357. 
2 See Exhibit No. 34, which appears in the Appendix on page 335. 
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There is plenty of discretion to do that, which is not used too 
often, as we are seeing. But, nonetheless, it will, I think, help pret- 
ty clearly if we have some bright lines. 

Then we have to take a look at Exhibit 19.^ OTS examiners knew 
that Washington Mutual and Long Beach were notorious for selling 
bad loans. This gets to the point that Senator Kaufman was talking 
about. Just let them go. 

Now, Exhibit 19, in 2005 you had an OTS examiner sending an 
email to colleagues with this description of the Long Beach mort- 
gage-backed securities: “[Securitizations] prior to 2003 have hor- 
rible performance. LBMC [Long Beach] finished in the top 12 worst 
annualized NCLs [net credit losses] in 1997 and 1999 thru 2003. 

. . . At 2/05, LBMC [Long Beach] was #1 with a 12% delinquency 
rate.” Its delinquency rate was No. 1, and you folks knew about 
this. 

Now, OTS apparently does not think too much about the impact 
of the thrifts that you are supposed to regulate selling billions of 
dollars in poor-quality, high-risk, toxic loans in the financial mar- 
kets. Apparently, that is not — you do not view that inside your ju- 
risdiction. But it could be very directly inside your responsibility 
because if those loans come back, that does have an impact on the 
institutions that you are supposed to regulate. Would you agree 
with that, Mr. Dochow? 

Mr. Dochow. Yes. 

Senator Levin. OTS, on Exhibit 17, ^ in May 2004 issued a find- 
ings memo on excessive errors in the underwriting process, con- 
cluded that some of the reasons were sales culture focused heavily 
on market share via loan production and extremely high lending 
volumes. OTS recommended to WaMu that it should compensate 
loan processors based on the quality of the loans that they made. 
And on page 5, WaMu laid out a set of corrective actions that it 
planned to take. But as is happening regularly, as we have seen, 
WaMu did not carry out the plan that it designed. And so next 
year. Exhibit 27, ^ OTS asked WaMu to address “continuing high 
levels of errors in loan origination process.” That is OTS’ words. 
OTS had to revisit the problem of paying loan staff for quantity 
over quality. Again, it asked WaMu to reward loan processors 
based on the quality of the loans that they made. 

So how about Mr. Carter? Do you know whether OTS was more 
successful the second time around in pressuring WaMu to reward 
its loan processors for loan quality instead of quantity? Do you 
know? 

Mr. Carter. I do not recall specifically what progress they made, 
but they made steady progress throughout the examinations. 

Senator Levin. They made steady progress on what? 

Mr. Carter. In addressing many of our issues. 

Senator Levin. Well, what was the issue? We have just gone 
through about 20 of them. What was the issue that you think they 
made the greatest progress on? 


^See Exhibit No. 19, which appears in the Appendix on page 277 

2 See Exhibit No. 17, which appears in the Appendix on page 269. 

^See Exhibit No. 27, which appears in the Appendix on page 311. 
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Mr. Carter. The corrective action plans that they would give us 
normally would involve changing management, changing systems, 
and bringing in new processes. 

Senator Levin. But the output, the outcome. 

Mr. Carter. The overall outcome of improving single family un- 
derwriting was something they struggled with from exam to exam. 

Senator Levin. And “struggled with” being a bureaucratic euphe- 
mism for they did not do much. 

Mr. Carter. I do not think I would go as far as to say they did 
not do much. 

Senator Levin. Well, how far would you go? You say they strug- 
gled with it. In other words, they did not accomplish very much. 

Mr. Carter. They were not fully effective in addressing all the 
underwriting issues. 

Senator Levin. How about saying, instead of “not fully effective,” 
use more direct language like “they were ineffective?” I got that not 
fully effective throughout your ratings here. They were not fully ef- 
fective. How about saying “ineffective?” 

Mr. Carter. Ultimately, in reducing the exception rates down to 
levels that we thought would be satisfactory, they were ineffective. 

Senator Levin. They were ineffective. OK. 

Mr. Carter, take a look at Exhibit 7,^ more a cultural problem. 
Long Beach, you say in Exhibit 7, “was working at a deliberate, 
reasonable pace.” That is on page 1. And then in Exhibit 7, I be- 
lieve this is where you said the natural evolution, if I can find 
those words, would be sufficient. Well, we will come back to that. 
I do not have the right number exhibit in front of me. 

Exhibit 7 is right. Take a look in the middle of that. “Long 
Beach — natural evolution internally will address a number of 
issues.” Well, it did not. So you wrote on Exhibit 32,^ Mr. Carter, 
in reference to WaMu’s request to move Long Beach Mortgage 
under the bank, “[W]e are not comfortable with current under- 
writing practices, and you don’t want them to grow” — ^your words — 
“significantly without having the practices cleaned up first.” 

Six months later, now Exhibit 36, ^ in response to findings that 
Long Beach Mortgage had not improved their practices. OTS wrote 
it could not “simply say [to them that] ‘you made a commitment 
and haven’t kept it.’” Why couldn’t you tell Long Beach, simply, 
‘You made a commitment and haven’t kept it?” Why do you say 
that you cannot do that in Exhibit 36? Why can’t you tell Long 
Beach, “Hey, you guys made a commitment. You haven’t kept it?” 

Mr. Carter. Where are you on that page? 

Senator Levin. Exhibit 36. 

Mr. Carter. Can you point me there? 

Senator Levin. It is about eight lines from the top. “Our findings 
are similar in some ways, but I don’t think we can just simply say. 
You made a commitment and haven’t kept it.’ I think 90 days to 
get a completely acceptable exception rate may also be unrealistic. 

. . .” Now, mind you, this is a promise they made 6 months before. 

Why can’t you simply say to the people you regulated, ‘You made 
a commitment and haven’t kept it?” 


^See Exhibit No. 7, which appears in the Appendix on page 228. 

2 See Exhibit No. 32, which appears in the Appendix on page 328. 
^See Exhibit No. li, which appears in the Appendix on page 210. 
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Mr. Carter. Some of the difficulty — we were very focused on tak- 
ing and looking at samples of loans. Then we were focused on ex- 
ception rates and how many of the loans had errors in them. How 
we defined “exception” rate was not always black and white. 

Senator Levin. Well, you said they haven’t kept the promise. 
Why don’t you just tell them they haven’t kept it? 

Mr. Carter. I think that we did tell them. 

Senator Levin. No, you said you cannot just simply tell them, 
“You made a commitment and haven’t kept it.” Why can’t you say 
those words? Like “unacceptable,” why can’t you use the word “un- 
acceptable” in your documents? We were finally able to get you to 
say that here today, but your documents — that is not the way you 
talk. Why can’t you tell someone you regulate, “Folks, you made a 
commitment 6 months ago, and it was conditioned” — “our deter- 
mination that you could become part of WaMu was dependent on 
you making that commitment. You haven’t kept it?” Why can’t you 
look people in the eye and say, “You made a commitment. You 
haven’t kept it?” 

Mr. Carter. I think that overall when you look at single family 
underwriting, we told them that. 

Senator Levin. You said here you cannot tell 

Mr. Carter. This is not single family underwriting overall. This 
is looking at a specific action plan where they had made promises 
in the past 

Senator Levin. They had not kept them. 

Mr. Carter [continuing]. And we had to judge how much 
progress they made on that action plan. They didn’t do nothing. I 
think that is a double negative, but they had made progress on the 
action plan. We had to make a judgment call. Did they make suffi- 
cient progress that we would say it would be adequate? Did they 
make so insufficient of progress that we would say they were to- 
tally inadequate? 

Senator Levin. It does not have to be “totally.” Just “inad- 
equate.” 

Mr. Carter. And I think that what I said here is that we could 
not conclude that their progress was wholly inadequate, because 
they did make some progress. 

Senator Levin. I am not saying “wholly inadequate.” Can you 
use the words, “Folks, your progress is inadequate?” Are you able 
to tell them that? 

Mr. Carter. For their progress on this specific action plan, I did 
not conclude we could tell them that. 

Senator Levin. That it was inadequate? 

Mr. Carter. That is right. 

Senator Levin. You could tell them it was not wholly adequate. 

Mr. Carter. Yes. 

Senator Levin. But not inadequate. 

Mr. Carter. I do not think I could say it was wholly inadequate. 

Senator Levin. I did not use the word “wholly.” You could tell 
them it was not wholly adequate, but you could not tell them it 
was inadequate. That is what you are telling us. 

Mr. Carter. Yes. 

Senator Levin. That is the kind of bureaucratic speech which I 
think sends the message to people you regulate that, hey, folks, you 
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are making progress, instead of telling them it is inadequate, 
speaking clearly and directly to people that you have a responsi- 
bility to regulate. And I think it goes — frankly, it is one of the 
issues that I have seen throughout these documents, is that kind 
of not clear statements to people you regulate. And I will not go 
over a lot of them because obviously it is running late, but there 
are a lot of them exactly like that. 

Now the issues with FDIC and the turf battle that you folks had. 
Exhibit 49 i, Mr. Dochow, is an email from Mr. Finn to you. “The 
message was crystal clear today. Absolutely no FDIC participation 
on any OTS 1 and 2 rated exams.” 

Now, you could have allowed them, could you not, to participate? 
It is not a prohibition. It is your discretion as to whether or not 
they could participate on an OTS 1 and 2 rated exam. Is that cor- 
rect that it is not against regulations? 

Mr. Dochow. I am not sure I am the right one to be answering 
that. My understanding is that 

Senator Levin. Well, who is the right one here? Mr. Reich, are 
you the right one? 

Mr. Reich. I will be glad to answer the question. 

Senator Levin. Is it against your regulations that they partici- 
pate, or is it just discretionary? 

Mr. Reich. We have an agreement between the agencies as to 
when it is appropriate for back-up examinations, and that agree- 
ment applies mainly to 3, 4, and 5 rates institutions and not 1 and 
2 rated institutions. 

Senator Levin. Now, there was a 2002 interagency agreement, 
was there not, with FDIC? 

Mr. Reich. That is correct. 

Senator Levin. And there was a protocol. 

Mr. Reich. That is right. 

Senator Levin. And it permits OTS discretion, does it not, in al- 
lowing FDIC 

Mr. Reich. It does. 

Senator Levin. You had the discretion to allow them to do it? 

Mr. Reich. Well, may I expand? 

Senator Levin. Oh, sure. Crystal clear, no participation on any 
OTS 1 and 2 rates exams. This is 2006. 

Mr. Reich. There are reasons for the policy as it exists, and one 
of the reasons is that, first of all, the primary regulator is the pri- 
mary Federal regulator, and when another regulator enters the 
premises, when the FDIC enters the premises, confusion develops 
about who is the primaiy regulator, who really is calling the shots, 
who do we report to, which agency. 

Second, there is the statutory authority that Congress has given 
the primary Federal regulator. There is the desire to avoid confu- 
sion with the institution. And, thirdly, when the FDIC enters an 
institution, if it is known — sometimes they enter as examiners of 
the primary Federal regulator or are not identified as being FDIC 
examiners; but if it is known that they are, alarm bells can go off 
both within the bank and within the community where the bank 
is located. 


^ See Exhibit No. 49, which appears in the Appendix on page 389. 
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Senator Levin. And you have discretion to allow them to enter? 

Mr. Reich. We do. 

Senator Levin. And you did not exercise it. There instead was a 
series of emails here showing some real turf battles going on. 

Mr. Reich. This was at the very outset of my entrance at OTS, 
and I was — I mean, I have no recollection of 

Senator Levin. Well, maybe Mr. Dochow does. On July 25, if you 
will look at Exhibit 45, ^ this is your feeling about FDIC, and you 
wanted to share this MOU we have talked about with them and 
why it went to FDIC: “[BJecause I committed to [them] to consider 
their comments in an effort to minimize their letter writing and 
posturing.” You viewed FDIC as someone that was doing posturing. 
Is that accurate? 

Mr. Dochow. I have always believed in sharing full information 
with the FDIC. I have always been guided by agency policy and the 
interagency protocol. The issue with the MOU was to make sure 
we had the full FDIC comments. This is July 2008. 

Senator Levin. I know. 

Mr. Dochow. This is a time period where the agencies were 
struggling to determine if the 3 rating or the 4 rating was the ap- 
propriate rating. And historically, the FDIC had written a number 
of memos back in the — I understand in the early 2000s doing one- 
sided documentation of issues. And it created 

Senator Levin. One-sided documentation? 

Mr. Dochow. One-sided documentation of issues. And so I had 
worked very hard to develop a strong relationship with Stan Ivie, 
who was the Regional Director at the FDIC. 

Senator Levin. Could you explain what is one-sided documenta- 
tion? 

Mr. Dochow. Ignoring the primary regulator’s views and simply 
stating speculation or conjecture or their analysis. 

Senator Levin. And so you wrote in 2008 to Sheila Bair at FDIC 
Exhibit 66?2 

Mr. Dochow. Exhibit 66? 

Senator Levin. “Dear Sheila, You really know how to stir up a 
colleague’s vacation.” 

“I do not under any circumstances want to discuss this on Fri- 
day’s conference call. ... I want to have a one on one meeting 
with Ben Bernanke prior to any discussion. ... I may or may not 
choose to have a similar meeting with Secretary Paulson. I should 
not have to remind you the FDIC has no role until the PFR [the 
primary regulator] (i.e., the OTS), rules on solvency and the PFR 
utilizes PCA.” 

So no role for FDIC. Now, this is a bank. If this bank goes under, 
their Insurance Fund is wiped out. They have about one-third of 
the money in the Insurance Fund that they would have to lay out 
if this bank goes under. But you are telling her, the head of FDIC, 
“I should not have to remind you that FIJIC has no role” — which 
is not accurate. They have a back-up role surely to protect their In- 
surance Fund. 


^See Exhibit No. 45, which appears in the Appendix on page 368. 
2 See Exhibit No. 66, which appears in the Appendix on page 435. 
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Then Scott Polakoff writes to you that he has “read the attached 
letter from the FDIC regarding supervision of WaMu and am once 
again disappointed that the FDIC has confused its role as insurer 
with the role of the Primary Federal Regulator,” that its letter is 
“inappropriate and disingenuous.” ^ 

And now going to July 2008, you have your letter saying that 
they are “posturing.” That is why you sent the MOU to them. 

So you think they are exceeding their jurisdiction, and you think 
they are posturing. Is that fair? That is what your emails show. At 
that time you thought they were exceeding their jurisdiction, they 
had no role 

Mr. Dochow. That is not my email, Mr. Chairman. 

Senator Levin. Which one? 

Mr. Dochow. Exhibit 66. Those aren’t my emails. 

Senator Levin. Well, Exhibit 45, let us go to the posturing one. 
You thought they were posturing. 

Mr. Dochow. No. What I thought was by us being cooperative 
and fully sharing the memorandum of understanding, if we could 
get the reviews, it would avoid posturing. 

Senator Levin. Yes, but that means you were afraid they would 
be posturing. You had a fear that they were going to be posturing. 

Mr. Dochow. I do not express it that way. 

Senator Levin. “It went to the FDIC because I committed to 
[them] to consider their comments in an effort to minimize their 
letter writing and posturing.” You had a fear of their posturing. 

Mr. Dochow. I had a concern that they would be posturing. 

Senator Levin. You had a concern, not a fear. 

Mr. Dochow. Not a fear. 

Senator Levin. But a concern. 

Mr. Dochow. Yes. 

Senator Levin. And what was your concern? 

Mr. Dochow. My concern was that they would start documenting 
the files with a series of information that we would then have to 
respond to and that would drag out the process. Therefore, we 
would not be effective in getting the supervision enforcement in 
place in a timely manner. 

Senator Levin. And, Mr. Reich, you are the one who wrote that 
memo to Sheila Bair in August reminding her the FDIC has no role 
until OTS rules on solvency. Is that accurate, they have no role? 
Don’t they have a back-up role? 

Mr. Reich. They do have a back-up role. 

Senator Levin. So why say no role? Kind of over the top, isn’t 
it? 

Mr. Reich. Well, it was in the context of what was going on dur- 
ing this period of time. I did not mean to imply that they have 

Senator Levin. You are not implying 

Mr. Reich [continuing]. No role whatsoever. 

Senator Levin. You are not implying. You are stating it explic- 
itly. 

Mr. Reich. Obviously, they have a back-up role, and they have 
an on-site examiner at WaMu. 

Senator Levin. Well, you are reminding her 


^See Exhibit No. 59, which appears in the Appendix on page 419. 
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Mr. Reich. So they do have a role. 

Senator Levin. Well, not at that time. You wrote her in August. 
You must have been upset. You reminded her that the FDIC has 
no role. Those are your words, not mine. 

Mr. Reich. These were tense times. 

Senator Levin. OK. I am sure they were. So what was the ten- 
sion between your agency and FDIC here? Your folks would not 
even give them a chair in the office, a desk. 

Mr. Reich. I do not think that is accurate. 

Senator Levin. All right. We will hear from them later. What 
was the tension? 

Mr. Reich. Well, Rome was burning. The economy was going to 
Hell in a hand basket. 

Senator Levin. Yes, but what was the tension between the two 
of you? You treated them, instead of being collaborators to try to 
address a common problem, you treat them as though somehow or 
other they are to be shoved away. What caused this? 

Mr. Reich. I think basically and fundamentally it was who was 
the primary Federal regulator. 

Senator Levin. It was turf, in a word. 

Mr. Reich. I think OTS had the responsibility as the primary 
Federal regulator. 

Senator Levin. Turf. 

Mr. Reich. We had the statutory responsibility. 

Senator Levin. Instead of going at this as partners 

Mr. Reich. I have more than most — an understanding of the role 
of the FDIC and their need to participate. I have been there. 

Senator Levin. Let us take a look at another one of your emails. 
Exhibit 68.1 

Mr. Reich. I assume we are talking about audacity. 

Senator Levin. Yes, we are talking about audacity. Chairman 
Bair writes OTS that she informed WaMu of a ratings disagree- 
ment. You expressed, “I cannot believe the continuing audacity of 
this woman.” What is audacious about FDIC telling WaMu about 
a potential downgrade, just telling WaMu? Why is that so auda- 
cious that you cannot believe the audacity of this woman? 

Mr. Reich. Again, it relates to the fact that OTS was the pri- 
mary Federal regulator 

Senator Levin. I understand. 

Mr. Reich [continuing]. And I thought that OTS ought to be the 
agency that relayed the downgrade in rating to the new CEO who 
just took over. 

Senator Levin. Turf. 

Mr. Reich. Characterize it as how you may. I have the highest 
regard for Sheila Bair, but these were tense times, and people’s 
blood pressure increases under situations like this, and sometimes 
we say things that we wish would not appear in print. 

Senator Levin. What really strikes me throughout here is that 
we have a situation where we have two regulators; both clearly 
have a stake. You are the primary regulator, but it is clear that 
FDIC has a significant interest. If this bank goes under again, 
their Insurance Fund is wiped out. 


^ See Exhibit No. 68, which appears in the Appendix on page 439. 
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So instead of supporting each other, instead of supporting with 
open arms, saying, “Hey, let’s proceed together on this, let’s do this 
together,” instead of kind of “I’ve got your back, you’ve got my 
back, let’s go after a common goal,” it is back biting that I read in 
these emails. 

Mr. Reich. Chairman Levin, if I may, I volunteered 

Senator Levin. Well, no, let me finish. 

Mr. Reich. OK. 

Senator Levin. Instead of kind of collaborating with the FDIC, 
we have seen how OTS collaborated with the people they are sup- 
posed to regulate, just collaborating all the way, working with 
them instead of taking action when it was due against them, act 
against them directly. So you see all that collaboration between you 
and the people you are supposed to regulate. But when it comes to 
collaborating with another agency to go after a problem which 
threatens this economy, we see this kind of email traffic. And I 
have got to tell you, I think the American taxpayers and the Amer- 
ican people expect a lot more from their regulators than what we 
have seen in this situation. 

Mr. Reich. Well, first of all, I think taking and publicizing an 
email that is taken totally out of context is 

Senator Levin. That is the whole email. I read the whole email. 

Mr. Reich. It is a very short email message 

Senator Levin. Well, how can it be out of context? 

Mr. Reich. But it does not in any way describe the context of the 
environment that took place. 

Senator Levin. Well, I read the whole email. ^ 

Mr. Reich. I want to say that 

Senator Levin. Won really know how to stir up a colleague’s va- 
cation. I do not under any circumstances want to discuss this on 
Friday’s conference call, in which I may or may not be able to par- 
ticipate depending on cell phone service availability on the cruise 
ship location,” where you are at. “Instead, I want to have a one- 
on-one meeting with Ben Bernanke prior to any such discussion. 

. . . Also, I may or may not choose to have a similar meeting with 
Secretary Paulson.” 

“I should not have to remind you the FDIC has no role until the 
[primary regulator] ( . . . OTS) rules on solvency ...” 

Now, I will tell you, that is the context. I am not taking anything 
out of context. I read the whole thing twice. 

Mr. Reich. Well, it is not all of the context. I volunteered to have 
the OTS make a presentation in-depth to the Board of Directors of 
the FDIC during this period of time. I don’t remember now the 
date that it took place, but there was such a briefing, and it was 
led by Darrel Dochow, and he did an absolutely outstanding job 
presenting an in-depth picture of the situation at WaMu. It was at 
the same board meeting that a presentation took place by another 
agency on another institution which was far less informative and 
far less in-depth. 

Senator Levin. That is the context? 

Mr. Reich. That is part of the context. 


^See Exhibit No. 66, which appears in the Appendix on page 435. 
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Senator Levin. Well, from what I can see — and we have looked 
at plenty of contexts. We have 500 pages of context. About the only 
time OTS showed backbone was against another agency’s moving, 
in your view, into your turf Boy, that really got your dander up. 
That got your blood pressure up. I do not see your blood pressure 
getting up against a bank which is engaged in the kind of dan- 
gerous practices that the bank engaged in, dangerous to their sol- 
vency, dangerous to their investors, dangerous to their depositors, 
dangerous to this economy. I never saw that blood pressure come 
up until you are in some kind of a turf issue with FDIC. That is 
the way I think any fair reading of these documents lead one to. 

Does anybody want to add anything before you are excused? 

[No response.] 

Senator Levin. Thank you. Thank you for being here today. We 
will go to our next panel. 

We will take a 10-minute break. 

[Recess.] 

Senator Levin. The Subcommittee will come back to order. 

I will now call our third panel of witnesses, John Corston, Acting 
Deputy Director of the Large Institutions and Analysis Branch at 
the Federal Deposit Insurance Corporation, and George Doerr, the 
Deputy Regional Director of the Division of Supervision and Con- 
sumer Protection at the FDIC in San Francisco. We thank you both 
for being with us. We know it has been a long morning and early 
afternoon. 

Pursuant to Rule 6, all witnesses who testify before this Sub- 
committee must be sworn in at this time. We would ask you both 
to stand and raise your right hand. 

Do you solemnly swear that the testimony you are about to give 
will be the truth, the whole truth, and nothing but the truth, so 
help you, God? 

Mr. Corston. I do. 

Mr. Doerr. I do. 

Senator Levin. Were you here when I described the timing sys- 
tem? 

Mr. Corston. Yes. 

Mr. Doerr. Yes, we were. 

Senator Levin. So, Mr. Corston, we will have you go first, and 
then Mr. Doerr. 

TESTIMONY OF JOHN CORSTON, i ACTING DEPUTY DIRECTOR, 

DIVISION OF SUPERVISION AND CONSUMER PROTECTION, 

COMPLEX FINANCIAL INSTITUTION BRANCH, FEDERAL DE- 
POSIT INSURANCE CORPORATION 

Mr. Corston. Thank you. Chairman Levin. I appreciate the op- 
portunity to testify on my role with the FDIC regarding Wash- 
ington Mutual Bank. On behalf of the Corporation, we have sub- 
mitted to the Subcommittee a written statement that responds to 
specific issues that were requested by the Subcommittee. In addi- 
tion, allow me to briefly introduce myself and my roles and respon- 
sibilities at the FDIC. 


^The prepared statement of Mr. Corston appears in the Appendix on page 153. 
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I am John Corston, Acting Deputy Director for the FDIC’s Divi- 
sion of Supervision and Consumer Protection’s Complex Financial 
Institution Branch in Washington, DC. I have had a leading role 
in this branch since 2005, after working in three different regions 
in various capacities related to bank supervision. I started as a 
field examiner with the FDIC in 1987. 

An element of my duties as Acting Deputy Director of Complex 
Financial Institutions is to oversee the Large Insured Depository 
Institution Program (LIDI). Broadly, the LIDI program provides 
forward-looking assessment of insured depository institutions over 
$10 billion, provides highly experienced technical experts to provide 
on-site support for the regions, operates continuous presence at the 
eight largest insured institutions, and assists in developing and 
recommending strategy to the Division Director and the Chairman 
regarding specific institutions. 

With regard to Washington Mutual, I worked with technical ex- 
perts on my staff and coordinated with the region to evaluate 
CAMELS and LIDI ratings and supervisory strategy, including en- 
forcement actions. While the region is primarily responsible for 
these areas, input from the Complex Financial Institutions Branch 
played a significant role in the decisionmaking process. 

I also worked with my Washington-based counterpart at the Of- 
fice of Thrift Supervision on LIDIs, including Washington Mutual, 
to resolve issues regarding FDIC’s actions or conclusions that were 
not resolved at the regional level. 

One of the roles of the FDIC’s Complex Financial Institution 
Branch is to identify risks that impact large institutions, including 
high-risk lending strate^es such as those that took place at Wash- 
ington Mutual. To do this, we have technical experts on-site at in- 
stitutions we have identified through the LIDI review process that 
are considered to possess higher levels of risk. For instance, we 
placed staff on-site at Countrywide, IndyMac, and Washington Mu- 
tual to identify high-risk activities and measure their impact on 
the financial condition. 

My branch’s responsibility is to examine financial institutions 
and gain an awareness of the speed in which the institution could 
deteriorate, determine its sensitivity to market events, and analyze 
its exposure to loss so appropriate and timely responses can be de- 
veloped. 

I thank you for the opportunity to testify today and I am pleased 
to answer any of your questions. 

Senator Levin. Thank you very much. Mr. Doerr. 

TESTIMONY OF J. GEORGE DOERR, i DEPUTY REGIONAL DI- 
RECTOR, SAN FRANCISCO REGION, FEDERAL DEPOSIT IN- 
SURANCE CORPORATION 

Mr. Doerr. Chairman Levin, I will be even more brief. I appre- 
ciate the opportunity to testify on my role with the FDIC in the su- 
pervision of Washington Mutual Bank (WaMu). 

I am George Doerr, Deputy Regional Director for the FDIC in the 
San Francisco Regional Office, a position which I have held since 
June 2007. I have been with the FDIC almost 40 years. From Sep- 


^The prepared statement of Mr. Doerr appears in the Appendix on page 155. 
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tember 2002 until June 2007, I was Assistant Regional Director for 
the FDIC San Francisco Regional Office. The San Francisco Region 
covers 11 States — Washington, Oregon, California, Arizona, Ne- 
vada, Utah, Idaho, Wyoming, Montana, Alaska, and Hawaii, in ad- 
dition to the Territories of Guam and American Samoa and also 
Micronesia. As Assistant Regional Director in those years, among 
my responsibilities was our Regional Large Bank Program, which 
included WaMu. 

The three matters the Subcommittee asked me to be prepared to 
address with respect to WaMu are, one, Non-Traditional Mortgage 
Guidance; two, WaMu’s condition as assessed through the CAM- 
ELS ratings; and three, FDIC’s Large Insured Depository Institu- 
tions Program and ratings, also referred to as the LIDI program. 
On behalf of the Corporation, we have provided discussion of these 
three matters in the written statement submitted to the Sub- 
committee. 

Thank you again for the opportunity to testify, and I am pleased 
to respond to any of your questions. 

Senator Levin. Thank you both. Mr. Doerr, first, take a look at 
Exhibit 51a, if you would. ^ 

Mr. Doerr. OK. 

Senator Levin. It is a memo entitled, “Potential Impact of Pos- 
sible Housing Bubble on Washington Mutual.” In this memo, the 
FDIC wrote an analysis of WaMu’s single-family residential loan 
portfolio, focusing on Option ARMs, hybrid loans, low documenta- 
tion loans, which means low number of document loans, payment 
shock, and geographic concentrations. Now, if single-family residen- 
tial lending was traditionally safe, what were the risks that FDIC 
saw with these aspects of WaMu’s lending that made it less safe 
than historical times? 

Mr. Doerr. Well, we were becoming concerned with what would 
happen were there to be a dramatic downturn in the mortgage in- 
dustry and with housing in general, or what effect that sort of 
downturn would have on the mortgage industry. 

Senator Levin. Loans were risky, were they? They had multiple 
risk factors layered on top of each other. Borrowers in low docu- 
mentation loans were subject to higher default risk. Is that not 
true? Payment shock increased default risk. Geographic concentra- 
tions were vulnerable to high housing rate increases. Were they all 
true? 

Mr. Doerr. That is correct. 

Senator Levin. All right. The IG report, and that is Exhibit 82, ^ 
page nine, found that Option ARMs were 47 percent of the loans 
in WaMu’s portfolio. So now in light of the elevated risks in that 
memo, low documentation, payment shock, geographic concentra- 
tions, did FDIC or OTS discourage these products? If not, why not? 

Mr. Doerr. Well, we did not specifically discourage those prod- 
ucts. I, for one, can see a problem with certain of those products. 
You have been talking during the hearings with stated income 
loans, and I certainly see some holes in those. But as an agency. 


^See Exhibit No. 51a, which appears in the Appendix on page 392. 
2 See Exhibit No. 82, which appears in the Appendix on page 484. 
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FDIC did not take the position to prevent institutions from making 
those loans. 

What we did is we provided Non-Traditional Mortgage Guidance 
in October 2006. We set out in the guidance certain safe and sound 
principles under which institutions should approach these non-tra- 
ditional mortgages. For example, one should qualify borrowers at 
the fully indexed rate, not at the teaser rate. Also, that when eval- 
uating a borrower’s capacity to handle increased amounts accruing 
in a negative amortization loan, you have to evaluate the bor- 
rower’s ability to pay the loan through to maturity. Avoidance of 
over-reliance on collateral or the ability to refinance was another 
big mistake made by a number of firms. 

And when it comes to risk layering, which you mentioned, what 
we did was encourage quality controls and risk mitigation for risk 
layering items such as stated income loans, no documentation 
loans, high loan-to-value, high debt-to-income, and those sort of 
items. So that was the interagency statement that was issued. 

Senator Levin. Right. Now, that interagency position is not bind- 
ing, is that correct? 

Mr. Doerr. It is not a law. It is not a rule or regulation. 

Senator Levin. Is it binding by regulation? 

Mr. Doerr. It is not. 

Senator Levin. Should it be? 

Mr. Doerr. Well, we might consider that. 

Senator Levin. What would it take? I mean, given, I think, what 
we understand the risks are here, I am just wondering whether or 
not it shouldn’t be more than just guidance. 

Mr. Doerr. As FDIC, we expected our institutions to be in com- 
pliance with that guidance and be in compliance with it right away. 

Senator Levin. Without it being stated as being mandatory. You 
view that as an expectation 

Mr. Doerr. Yes. 

Senator Levin. And has that expectation been lived up to, do you 
know? 

Mr. Doerr. Been lived up to in 

Senator Levin. Has the guidance been followed? 

Mr. Doerr. It has in some institutions and it has not in others. 

Senator Levin. Have you, or will you remind all institutions 
about your expectation? 

Mr. Doerr. That is our expectation. 

Senator Levin. But will you remind all the institutions? 

Mr. Doerr. Well, that 

Senator Levin. How would they know it is your expectation un- 
less you send them frequent reminders of it? 

Mr. Doerr. I think it would be a good idea that perhaps we 
might. That is a policy item for our Washington office, but I would 
agree with you, that would be a good idea. 

Senator Levin. All right. Mr. Corston, you can jump in here, too, 
if you would. 

Mr. Corston. Absolutely. We certainly have concerns over any 
loan product that, again, has less information incorporated into an 
underwriting process that is layering on more risk. In this case, we 
came out with our guidance to provide examiners some guidance 
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and the industry some guidance when the risk became very appar- 
ent to our agency and others. 

Senator Levin. On Exhibit Slb,^ if you will take a look at that 
exhibit, this is a 2005 memo entitled, “Insured Institutions’ Expo- 
sure to a Housing Slowdown.” Mr. Corston, what were the EDIC’s 
concerns about the structure of the loans that were popular at that 
time? What were the risk of those loans in bank portfolios? 

Mr. Corston. The concern we had with these loans was the at- 
tributes were such that when you have optionality in payments, it 
becomes far more difficult to determine performance, whether you 
are the bank or whether you are an examiner. Many of them be- 
came an apparent collateral dependent, and when you are only de- 
pending on one source of repayment, again, the risk goes up. We 
became very concerned about the housing market in general and 
the volume of loans that we had that appeared to be dependent on 
the values of the underlying real estate as opposed to the under- 
lying capacity of a borrower to repay themselves. 

Senator Levin. On page four of that memo, you wrote about 
Washington Mutual, among others, and you wrote there what they 
held in Option ARMs and that 70 percent of Option ARM cus- 
tomers only make the minimum payment each month. Do you see 
that on page four? 

Mr. Corston. Yes, I do. 

Senator Levin. This is a memo, by the way, from you to Michael 
Zamorski, right? Do I have that right? 

Mr. Corston. That should be the Division Director. 

Senator Levin. He is the Regional Director? 

Mr. Corston. He would be the Division Director. 

Senator Levin. OK. 

Mr. Corston. That is correct. 

Senator Levin. OK. What consequences can you expect when 
most customers only make minimum payment in terms of the bor- 
rower’s reaction to a payment shock? What consequences can you 
expect to negative amortization, to the safety and the soundness of 
institutions that hold these kind of assets? 

Mr. Corston. It suggests the inability to repay the loan out of 
their payment capacity, which moves the reliance to the underlying 
collateral. And I think we have seen the results. 

Senator Levin. Now, several OTS officials told our Subcommittee 
that single-family residential lending, compared to other types of 
lending, was historically very safe, so that is how they judged 
WaMu’s lending. Is that a fair comparison, given that WaMu’s 
lending practices departed radically from historically safe products 
and practices? Either one of you. Mr. Doerr, why don’t you start? 

Mr. Doerr. No. There is definitely a problem there. What we 
would expect is strong underwriting to take place, to take into ac- 
count the ability of a borrower to handle a payment shock. If you 
are going to give them a teaser rate to attract them into the insti- 
tution, that is fine, but you have to qualify them to be able to pay 
the loan as it resets. 

Senator Levin. Mr. Corston. 


^See Exhibit No. 51b, which appears in the Appendix on page 398. 
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Mr. CORSTON. In the case of Washington Mutual, certainly the 
standard 30-year fixed-rate amortizing mortgage is generally not a 
problem. Any product that you have that has amortization built in 
and a steady interest rate that does not vary with the capacity of 
the borrower to pay, generally, from an underwriting standpoint, is 
not a problem. That is not what 70 percent of these products were. 

Senator Levin. Now, as WaMu’s condition continued to worsen 
in the summer of 2008, the FDIC conducted a capital analysis, rec- 
ommended to OTS that a 4 rating was warranted. Take a look at 
Exhibit 63.1 Do yQ^ ggg that? 

Mr. CoRSTON. Yes. 

Senator Levin. This is from Sheila Bair to John Reich, and I 
should have asked Mr. Reich about this. “Sheila, in my view, rating 
WaMu a 4” — this is now August 2008 — “rating WaMu a 4 would be 
a big error in judging the facts in this situation. It would appear 
to be a rating resulting from fear and not a rating based on the 
condition of the institution. WaMu has both the capital and the li- 
quidity to justify a 3 rating.” 

And then the email back from Ms. Bair to Mr. Reich, “We will 
follow the appropriate procedures if the staff cannot agree. You 
asked me to hear out WaMu. I hope that you would also hear out 
our examination staff if it comes to that.” 

Then later, the next month, in September, after a lot of back- 
and-forth, OTS followed FDIC’s lead and agreed to a 4 rating. Why 
was OTS resistant to the FDIC’s tougher stance? 

Mr. Doerr. Well, we found that very puzzling. We made a rec- 
ommendation in May to the OTS concerning capital. We presented 
to them a stress capital analysis. We sent it to them a day ahead 
and then we held a conference call with Mr. Dochow. And when I 
say “we,” that is the Regional Director, Stan Ivie, and me. We held 
a conference call with him to discuss that. His reaction was this 
was not a Generally Accepted Accounting Principles (GAAP), and 
he rejected the argument. It is not a GAAP analysis. It is a stress 
analysis. It says that the institution is going to need capital, more 
capital, to be able to manage itself through a stress scenario as em- 
bedded losses begin to become real losses. It is under the principle 
that reserves are there to handle expected losses and capital is 
there to handle unexpected losses. So it is a different item entirely. 

We wanted to get capital addressed in some form of action. OTS 
was going to do a MOU, we became aware, and we contacted Mr. 
Dochow and wanted into the process so that we could get capital 
addressed in that MOU. 

As far as the rating goes, we had our dedicated examiner tell the 
WaMu Board on July 15, that in FDIC’s view, this could be a 4. 
We had not made a final decision at that point 

Senator Levin. You had not made a final decision. 

Mr. Doerr. We had not made a final decision 

Senator Levin. It could be or should be? 

Mr. Doerr. Could be. But by the end of the month, we had made 
that decision, and 

Senator Levin. What month are we talking about? 

Mr. Doerr. July 2008. 


^See Exhibit No. 63, which appears in the Appendix on page 431. 
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Senator Levin. OK. 

Mr. Doerr. On July 31, we briefed Chairman Sheila Bair, and 
the result of which was we told her this is a composite 4 and why. 
Mr. Corston was on that. And she went over to tell Director Reich 
that very day the same thing. It is composite 4. 

Senator Levin. Mr. Corston, anything you want to add to that? 

Mr. Corston. The only thing I will add is the capital analysis 
showed a capital deficit and that was our concern. And any institu- 
tion that was showing a deficit in capital to the magnitude that we 
were estimating, and it was approximately $5 billion, we felt in no 
way we could justify a composite 3 rating. 

[Pause.] 

Senator Levin. Mr. Doerr, you have been in management roles 
in the FDIC’s West Division since 1989, and as I understand it, 
your division was responsible for WaMu. Through 2005, if I am cor- 
rect, the FDIC’s working relationship with the OTS was a positive, 
cooperative relationship. Is that correct? 

Mr. Doerr. That is correct. 

Senator Levin. Now, if you look at Exhibit 51c, ^ this is your ex- 
aminer, Mr. Funaro. He wrote the following to you. 

Mr. Doerr. I am sorry. I have to find the page. 

Senator Levin. Yes. That is OK. 

Mr. Doerr. OK. I have got it here. 

Senator Levin. OK. If you look near the bottom there, it says, 
“Darrel Dochow contacted me today and we arranged a meeting for 
September 14 at 9:00 a.m. ... I was assuming we would coordi- 
nate for the fall visit . . . and he would update me on WaMu, since 
I haven’t had access to the WaMu examiner’s library since the end 
of the [second quarter].” Why did he not have access to the WaMu 
examiner’s library since then? 

Mr. Doerr. Chairman Levin, he was supposed to. Initially, this 
tied into the fact that Washington Mutual management was mov- 
ing to a new tower, so there was different space to be provided for 
the examiners, and we fully understood that. That was in July. But 
OTS was to make provisions to provide Mr. Funaro with space in 
the building. This dragged on and on. They promised that they 
would take care of it. There were calls. There were meetings. I was 
involved in one call where Mr. Dochow in August promised that he 
would take care of this, absolutely no problem. 

So every time this came up, we were promised it would be cor- 
rected. It dragged on. It dragged on. This is in September and it 
is still not taken care of. In fact, we got another email come Octo- 
ber and it was still an outstanding issue. 

Senator Levin. What was the reason? 

Mr. Doerr. I can’t explain what the reason was. I personally 
think they didn’t want us there. I mean, we were denied physical 
access and the access to this examiner library. That is a library of 
electronic materials that WaMu puts together for the regulators, 
for both the OTS and the FDIC. He had temporarily lost that as 
part of the move, but you shouldn’t have to go 4 months without 
having to have that. We have a dedicated examiner arrangement 


^See Exhibit No. 51c, which appears in the Appendix on page 404. 
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for the large banks with all of the other regulators and part of it 
is sharing information. So he should have had access to that. 

Senator Levin. And it was essential that Mr. Funaro have access 
to that library in order to get information about the Washington 
Mutual? 

Mr. Doerr. Absolutely. 

Senator Levin. Now, was an explanation given to either of you 
about that at any time, as to why that was? 

Mr. Doerr. Why that delay happened? 

Senator Levin. Yes. 

Mr. Doerr. I never received an explanation, no. 

Senator Levin. Did you get involved in that also, Mr. Corston, 
I believe? 

Mr. Corston. As far as an explanation? 

Senator Levin. Were you involved in this issue? 

Mr. Corston. Oh, in this? 

Senator Levin. The access issue for FDIC? 

Mr. Corston. I was definitely involved in the access issue at cer- 
tain stages. This is probably not the stage where I got involved, but 
I was very involved in the later stages. 

Senator Levin. OK. Now, if you will look down at — well, did you 
have anything to add, then, to that, as to what the reason was for 
that denial of access to the FDIC? 

Mr. Corston. No reason was given. 

Senator Levin. All right. Now, if you look at the bottom of Ex- 
hibit 51c, 1 at the message from you, Mr. Doerr, to Mr. Carter, here 
is what it says there. It says, “John, we received a letter from RD 
Mike Finn regarding our routine request to join their next on-site 
exam target this fall. As you know, Mr. Finn says no, totally con- 
trary to what Vanessa and I discussed with Deputy Dochow on Au- 
gust 17.” 

So here is another situation that came up where there is refusal 
on the part of OTS to do something jointly with the FDIC. Again, 
the date of this Exhibit 51c is September 2006. Can you tell us 
what EDIC was seeking to do and why, and what do you know as 
to why OTS was not permitting you to do it? 

Mr. Doerr. We were seeking to join their examination. 

Senator Levin. Why? 

Mr. Doerr. We followed our normal protocols under the inter- 
agency agreement, and on August 14, we sent the OTS a letter and 
we asked to join under that interagency agreement, and we were 
surprised. We got a letter back from them dated September 1 and 
it said that OTS’ position was that EDIC needed to establish a 
basis upon which we could join an examination. They knew of no 
disagreements between the agencies, and without a disagreement, 
we had no basis to be there and we were not invited to be on the 
examination. 

Senator Levin. Was it important in order for you to have a basis 
that you have access? 

Mr. Doerr. Yes. 

Senator Levin. I mean, it is a chicken-and-egg issue, I presume. 


^See Exhibit No. 51c, which appears in the Appendix on page 404. 
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Mr. Doerr. It is circular. We need access to determine the condi- 
tion of the institution and they are saying we have no disagree- 
ments. The institution is sound, and so you have no basis. 

Mr. CORSTON. Chairman Levin, if I could add some background, 
we had dedicated examiners in six of the largest institutions at the 
time. Washington Mutual was one of them. Our examiners on-site, 
the dedicated examiners, worked regularly with the primary Fed- 
eral regulator and participated in examinations, and the reason 
was so we had a good idea of the risk in those institutions. The 
only way this agency can get that information is to acquire it 
through direct on-site access to the information. This was a unique 
situation where we were receiving push-back from the primary 
Federal regulator. 

Senator Levin. Did OTS continue to have this posture towards 
FDIC requests to look through files, Mr. Corston? 

Mr. Corston. Yes, they did. 

Senator Levin. And do you have any examples of that? 

Mr. Corston. Mr. Doerr probably would have the best exam- 
ples — 

Senator Levin. All right. Mr. Doerr. 

Mr. Doerr. Yes, we did. We actually got resolution to this 2006 
matter, both to join the examination and the access for Dedicated 
Examiner Funaro in November. It took several months, but we got 
it. 

We again followed our protocols to join the examination for 2007, 
only to find out in February from Mr. Funaro that OTS refused to 
allow us to look at loan files. 

Senator Levin. Now, FDIC requested to look at files after the 
Non-Traditional Mortgage Guidance, correct? 

Mr. Doerr. That is correct. 

Senator Levin. And OTS had opposed that guidance and they 
took this position, even to the extent that they opposed having the 
FDIC tag along with the OTS’ own review, and I think you have 
just described that, is that correct? 

Mr. Doerr. That is correct. 

Senator Levin. All right. 

Mr. Doerr. We told them that our examiners will sit side by side 
with your examiners. No duplication of effort here. We will work 
some files, you work some files, but we want to work some files. 

Senator Levin. And did you believe that OTS had a substantive 
reason for the positions that it took in terms of FDIC access, or 
was it, in your view, just a regulatory turf battle? 

Mr. Doerr. I knew of no substantive position that could be taken 
to tell us not to look at loan files. 

Mr. Corston. I also received no substantive 

Senator Levin. From your perspectives, it was a turf battle. Pro- 
tecting turf 

Mr. Corston. Yes. 

Mr. Doerr. That is a good description of it. 

Senator Levin. Now, there is a binder in front of you there which 
remains a sealed exhibit because apparently there is — bank exam- 
ination reports are apparently confidential, so that file is sealed. 
Can you take a look at Tab Q207, the FDIC LIDI report? I think, 
Mr. Corston, this is going to be for you. 
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Mr. CoRSTON. OK. 

Senator Levin. Can you explain what this LIDI off-site rating 
and scale is? 

Mr. CoRSTON. Essentially, we have a scale that goes from A to 
E, and what we try to do with that scale is take the risk level of 
the institutions. This rating does not tie necessarily to CAMELS, 
but it does predict CAMELS when you get to the C, D, and E lev- 
els. 

A C stable would indicate an institution that would more than 
likely still be CAMELS 2 rated, but probably have higher levels of 
risk. It could also include 3-rated institutions. The reason Wash- 
ington Mutual would be included as a C stable is that it had higher 
levels of risk. 

Senator Levin. So that in this exhibit, which is based on the sec- 
ond quarter of 2007, is it accurate to say that FDIC assigned 
WaMu a C rating? 

Mr. CoRSTON. That is correct. 

Senator Levin. Which is kind of, is it fair to say, heading to- 
wards a 3? Is that a fair summary? Is that some sort of weaknesses 
or concentrations which 

Mr. CoRSTON. A C negative would clearly indicate that it would 
be heading towards a 3. As a C stable, it would certainly have the 
risk characteristics of an institution that could be heading to a 3 
if it was under some level of stress. You can see the areas where 
it was most vulnerable, most notably in the area of credit risk, 
which was increasing in nature. That is probably the first red flag 
in this report. 

Senator Levin. And what is the date of this? 

Mr. Doerr. This was actually done in October. There is some- 
thing wrong with the date. It says 1899, but it was actually — it was 
done in October of 

Senator Levin. That is a computer error, apparently. We saw 
that, too. But the information was based on the second quarter? 

Mr. CoRSTON. That is correct. 

Senator Levin. All right. And so is it accurate to say that FDIC 
had a more negative outlook for WaMu at that time than a simple 
2 CAMELS rating? 

Mr. CoRSTON. Correct. 

Senator Levin. So what were you looking at that would not be 
inside that OTS 2 rating? Were there some additional things you 
were looking at? 

Mr. CoRSTON. Essentially, we would be looking at the level of 
risk and the direction of risk. So when we are looking at this re- 
port, it has moderate to high credit risk that is increasing in na- 
ture. And I think if you go through the reports, you will see that 
the mitigants for higher levels of credit risk, such as risk practices 
and things like that, were not apparent in this institution. That 
was a concern. And this is one of the reasons that access to clearer 
information for the FDIC in that situation was more critical. 

Senator Levin. Just to make sure I understand that, that is 
why — what you just said is the access to their information 

Mr. CORSTON. To their information. 

Senator Levin [continuing]. Was more critical. 

Mr. CoRSTON. More critical. 
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Senator Levin. Because of the situation there. Now, if you look 
at the credit issue or rating at the top right-hand corner of that 
document, they are A-1 or A. Is that correct? 

Mr. CORSTON. Correct. 

Senator Levin. Now, look forward a few more tabs to the Q2, sec- 
ond quarter, 2008 LIDI. OK? 

Mr. CoRSTON. Yes. 

Senator Levin. Now, the credit ratings, instead of being A-1 or 
A, now have gone down to B, AA2, BBB plus, and BBB. Is that cor- 
rect? 

Mr. CoRSTON. Correct. 

Senator Levin. And this is the information in the second quarter 
of 2008. 

Mr. CoRSTON. Correct. 

Senator Levin. Now, as of 2008, then, the credit ratings contin- 
ued to go down all the way to non-investment grade in September. 

Mr. CoRSTON. Yes. 

Senator Levin. But how important were those rating agency 
downgrades between those two documents? Was that significant? 

Mr. CORSTON. And it is significant in that the funding mecha- 
nisms that this institution had had some triggers that could be 
triggered by the outside credit rating agencies. So when we looked 
at Washin^on Mutual, we had to consider these outside credit rat- 
ing agencies because it could impact the thrift’s access to liquidity. 

Senator Levin. So is it fair to say that those credit rating agen- 
cies’ ratings were of great significance to you. You put great stock 
and significance in them. 

Mr. CoRSTON. Absolutely. 

Senator Levin. Now, what is the relationship between asset 
quality and liquidity? 

Mr. CORSTON. It has everything to do with liquidity. If you have 
strong asset quality, you will not have liquidity issues because your 
assets — you can borrow either against them or you can sell them. 
If you have weak asset quality, you are going to have liquidity 
issues at some point. 

Senator Levin. Now, there are some that have said that WaMu’s 
liquidity problems were unexpected and were the result simply of 
market forces. Isn’t it the case, however, looking at these docu- 
ments, that since liquidity is based in significant measure on asset 
quality, WaMu’s liquidity problems arose, at least in significant 
part, because of bad quality of their mortgage loans, which were 
the bulk of their assets? 

Mr. CoRSTON. Correct. 

Senator Levin. Do you have a conclusion as to why Washington 
Mutual failed? 

Mr. CoRSTON. Asset quality. Weak asset quality. It brought on 
the liquidity problems. 

Senator Levin. And that lack of sufficient capital was something 
that reflected embedded losses in their asset portfolio? 

Mr. CoRSTON. As has been discussed earlier, with the optionality 
in their payment structure in their assets, they are extremely hard 
to value. That makes it very difficult for us as an insurer to deal 
with, but it also makes it very difficult for investors to value the 
company and put capital in. So the type of business they were in- 
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volved in made it very difficult for them to go out, and raise cap- 
ital, one, and then, two, when the liquidity became squeezed, the 
assets, again, with the asset quality deterioration, they could not 
fund themselves. 

Senator Levin. OK. Take a look finally — and I think this will be 
my last question — at Exhibit lb. This is a chart that we have used 
to show some of the high-risk lending practices that were going on 
not just in Washington Mutual but a lot of other lenders across the 
country, and bank regulators allowed these unsafe, unsound mort- 
gage practices to go on. 

Now, Exhibit Ib^ is in your book. You will not be able to read 
that unless you have phenomenal eyes, which probably you do 
given your occupation. At least you used to. 

Mr. Doerr. I can read the chart. Is that where it is? 

Senator Levin. All right. Well, it is also in your book of exhibits. 
Exhibit lb. These are some of the practices that we have talked 
about. One is low-document loans, teaser rate loans, stated income 
loans, interest-only rate loans, negatively amortizing loans. Those 
five that I just rattled off, what is the status of those practices 
today? Are they permitted? Are they frowned upon? 

Mr. CORSTON. They certainly are frowned upon. To the degree 
they are not permitted, I do not know. As far as nontraditional 
loans, to the extent that they are being done at this point, there 
is not nearly as much market acceptance. A lot of these loan types 
had characteristics targeted towards a securitization market that 
does not exist anymore. 

Senator Levin. Right. But that could come back again. 

Mr. CoRSTON. Yes, it could. 

Senator Levin. What in the rules, guidance, regulations is there 
today relative to those five elements? 

Mr. Doerr. There is nothing to prevent them in the rules today. 

Senator Levin. Are they discouraged in any guidance? 

Mr. Doerr. Well, unless there is strong risk mitigation — I mean, 
there is a right way and a wrong way to make some of those loans. 
A negative amortization loan, if the borrower has the financial ca- 
pacity and you can verify that to pay that loan through to matu- 
rity. If all you are doing is finding a way to get them a loan and 
not worrying about what comes later, that is wrong. 

So it is a question of not strictly discouraging all negative arm 
loans, but there has to be a right way to handle them. 

Senator Levin. How about stated income loans? 

Mr. Doerr. Stated income loans, I guess 

Senator Levin. Does that depend, too? Is that the answer 

Mr. Doerr. Well, if you went back to what Mr. Dochow men- 
tioned of high-net-worth borrowers and it is limited to that, I can 
see some circumstances where a person has $100,000 worth of se- 
curities that they own free and clear, you might not worry about 
what their income is. But other than a situation like that, stated 
income is probably not right. 

Mr. CORSTON. I would say. Chairman Levin, under no cir- 
cumstances would these be considered acceptable to the level that 
Washington Mutual was putting these loans on the books. I mean. 


^ See Exhibit No. lb, which appears in the Appendix on page 198. 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00091 Fmt 6633 Sfmt 6633 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


78 


VerDate Nov 24 2008 


if these are one-off situations — I do not know I could speak to that 
necessarily, but, no, this is not an acceptable structure for an insti- 
tution to do in any type of volume. We have seen the type of risk 
and the results. 

Senator Levin. So since there is no regulation on the books for 
these kinds of risky practices, how are we going to get them on the 
books? How are the regulators going to put into the books that you 
can — obviously, there may be circumstances where you can have a 
stated income loan under the kind of circumstance you talked 
about. But as a general practice, no. How do we get these kind of 
important practices and policies in place? They are not there now. 
Should we legislate? I am tempted, frankly — and I may do it — to 
just ban negatively amortizing loans. But you point out if you have 
a guy who has plenty of assets and securities, you might want to, 
for some reason I cannot imagine, have a negatively amortizing 
loan. But how are we going to do it? Should we legislate it? 

Mr. CORSTON. Well, policy is not my area of expertise, but I will 
say this: As an examiner in an institution, a tool such as a regula- 
tion is fairly easy to support. Guidance becomes — you can support 
it, but it is not as strong. Because it goes more to best practices, 
again, it becomes more something you need to influence. 

So it is something that, certainly from a rules standpoint, obvi- 
ously needs to be looked at. From an examiner’s standpoint, it is 
a challenge. 

Senator Levin. You had an acceptable structure at WaMu, as 
you said. 

Mr. CoRSTON. Yes. 

Senator Levin. So why wasn’t it changed? What were the rea- 
sons it was not changed from what you have heard? Is it that there 
was not clear guidance, that there was not good common sense 
used? What were the reasons? 

Mr. CoRSTON. At the time when examiners were in these institu- 
tions, we knew — and one of the first memos that you brought up, 
we saw the issues. But it became very hard to influence institu- 
tions to change these practices. They certainly were competing 
against each other, and there were institutions outside the insured 
environment that were influencing the underwriting also. And it 
became difficult from an examiner’s point of view as a one-off to in- 
fluence, say, Washington Mutual when there were other non-in- 
sured institutions with which they competed. It made it a chal- 
lenge. And I would say when we were dealing with these institu- 
tions at the time, that is what we were facing. 

Senator Levin. After a while — I do not have the exact — I guess 
it was October 2006, there is a joint interagency guidance for non- 
traditional mortgages that is agreed upon. I do not know why it 
was guidance instead of enforceable regulations. We have talked a 
little bit about that. There was not a clear effective date, but I un- 
derstand FDIC, Office of the Comptroller of the Currency (OCC), 
and the Federal Reserve treated the guidance as effective imme- 
diately. Is that correct? 

Mr. Doerr. That is correct. 

Senator Levin. OTS did not. It gave thrifts a year to implement. 
I do not think that guidance dealt with NINA loans. Did it? Do you 
remember? 
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Mr. Doerr. Well, that is probably what you would call layered 
risk. It would probably be in there, one of the elements of layered 
risk. 

Senator Levin. How about no-document loans? 

Mr. Doerr. Same. That is a layered risk. 

Senator Levin. I guess one of the issues, obviously the big issue 
we will be looking at in the next two hearings is the dumping of 
high-risk loans into the financial system as a whole. We have been 
looking at the upstream. In one bank, a big bank, these mortgages 
ended up being a lot of toxic mortgages were created and put into 
the commercial stream. Next week we will be looking at credit rat- 
ing agencies, how were those mortgages rated when they were 
securitized and the failures, the flaws, the shortcomings in that 
process, and then the week after we will be looking at the invest- 
ment banks and the securitizing and the selling of those securities 
and what were the failures and inadequacies in that process that 
led to such horrific outcomes for our economy. 

But what role, if any, should the regulators have, what guidance 
should there be relative to a financial institution dumping these 
kind of toxic mortgages into a financial system? They can come 
back and bite the institution themselves, obviously, if they turn out 
to be flawed and there is a claim back on the institution. So that 
is one area why I would hope regulators would see that something 
needs to be done in that area. But, in general, I think you know 
exactly what I am driving at. What, if any, guidance should be 
given to institutions by regulators relative to that issue as to put- 
ting into the stream of commerce the mortgages which are bad 
mortgages? Let us just call them that. Mr. Corston. 

Mr. Corston. I do not deal directly, obviously, with policy, but 
I will say this. There are efforts to have institutions have what 
they call “skin in the game,” but I think the most important thing 
is that loans that are underwritten should be underwritten the 
same as if you are going to portfolio on your balance sheet as op- 
posed to pushing them off your balance sheet. 

Senator Levin. And how do you put that in guidance? How do 
you write that in guidance? Should that be a standard? And should 
that be checked in the institution? Should your regulators or some 
regulator, depending on who it is, go to an institution and say, look 
this is now the guiding principle, act as though you are keeping 
this in your own portfolio, and if there is not a specific amount of 
skin kept in the game, whatever that percentage might be 

Mr. Corston. Right. 

Senator Levin [continuing]. How would a regulator check that 
out to see whether that kind of guidance is being followed? Act as 
though you are going to own this instead of just dumping it in a 
stream. 

Mr. Corston. Through the same exam process we do now. They 
are underwriting the loan so we can see the underwriting stand- 
ards and we can sample them. 

Senator Levin. The same standards that you are now using to 
check 

Mr. Corston. The same process. 

Senator Levin. The same process could be effective in adding 
that one element of guidance. 
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Do you want to add to that, Mr. Doerr? 

Mr. Doerr. That is correct. It is consistent underwriting on hoth 
sides of the equation — for the portfolio loans, for the securitized 
loans. 

Senator Levin. Thank you hoth. Did you want to add anything? 

[No response.] 

Senator Levin. OK. Thank you. I appreciate your coming. 

OK. We are going to have a fourth panel. 

[Pause.] 

Senator Levin. Our final panel this afternoon: Sheila Bair, 
Chairman of the Federal Deposit Insurance Corporation; and John 
Bowman, Acting Director of the Office of Thrift Supervision. We 
are grateful not just for your being with us today, but for your vol- 
untary, or involuntary, patience. I think you both know what our 
rules are, so under Rule VI, our witnesses, all of them, are sworn 
in. 

So we would ask you to please stand and raise your right hand. 

Do you solemnly swear that the testimony you are about to give 
to this Subcommittee will be the truth, the whole truth, and noth- 
ing but the truth, so help you, God? 

Ms. Bair. I do. 

Mr. Bowman. I do. 

Senator Levin. Ms. Bair, why don’t we ask you to go first. 

TESTIMONY OF THE HON. SHEILA C. BAIR,i CHAIRMAN, 
FEDERAL DEPOSIT INSURANCE CORPORATION 

Ms. Bair. Chairman Levin, I appreciate the opportunity to testify 
regarding the role of regulators in their supervision of Washington 
Mutual Bank (WaMu). The FDIC shares the Subcommittee’s con- 
cerns about issues associated with the primary regulation of large 
and complex insured depository institutions that pose significant 
risk to the Deposit Insurance Fund and the FDIC’s role as back- 
up supervisor. 

To assist the FDIC in carrying out its deposit insurance respon- 
sibilities, Congress has given the FDIC “back-up” authority to ex- 
amine insured banking organizations, like WaMu, that have a dif- 
ferent agency as their primary Federal regulator. We have often 
used this authority in a collaborative process to convince the pri- 
mary regulator to require corrective measures. However, when the 
collaborative process fails, our ability to independently access infor- 
mation is governed by a 2002 Interagency Agreement in which the 
FDIC agreed to conduct a special examination only when an insti- 
tution “represents a heightened risk” to the Deposit Insurance 
Fund. As we learned in the case of WaMu, this is a self-defeating 
requirement as we must first gain entry before we can establish 
that the requisite triggering conditions exist. 

For example, in 2005, WaMu management made the decision to 
change its business strategy from conventional single-family loans 
to nontraditional and subprime loan products. OTS management 
determined that FDIC should not actively participate in OTS ex- 
aminations at WaMu, citing the 2002 Interagency Agreement. In 
subsequent years, the FDIC faced repeated resistance to its efforts 


^The prepared statement of Ms. Bair appears in the Appendix on page 156. 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00094 Fmt 6633 Sfmt 6633 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


81 


VerDate Nov 24 2008 


to fully participate in examinations of WaMu. Even as late as 2008, 
as problems at WaMu were becoming more apparent, OTS manage- 
ment sought to limit the number of FDIC examiners involved in 
the examination and did not permit the FDIC to review loan files. 

In the spring of 2008, WaMu raised additional capital, but the 
amount raised proved to be insufficient. Virtually all other high- 
risk mortgage lenders had closed, gone bankrupt, or had chosen to 
be acquired by other institutions. WaMu’s board rejected an acqui- 
sition offer from a large commercial bank in favor of a capital infu- 
sion that allowed WaMu to retain its independence and manage- 
ment to stay in place, but limited future options for raising capital. 
In both July and September 2008, WaMu suffered substantial de- 
posit runs, and liquidity was dissipating quickly. By September 24, 
cash on hand had declined to $4.4 billion, a dangerously low 
amount for a $300 billion institution that had seen average daily 
deposit withdrawals exceeding $2 billion in the previous week. The 
next day the OTS closed WaMu. 

It has been an extraordinarily challenging time for the Nation’s 
banking industry, and we have all learned lessons at many levels. 
I am very proud of the FDIC’s role as an early advocate for ban- 
ning unaffordable abusive lending practices, for fighting against 
large bank capital reductions, and, most importantly, for maintain- 
ing confidence in the Nation’s banking system by resolving failed 
institutions in an orderly way and ensuring that insured depositors 
have seamless access to their money. However, we too are learning 
important lessons from the crisis, and a central one is that we need 
to be more proactive in using our back-up authority, particularly 
for the larger institutions where our exposure is the greatest. 

We have welcomed the findings and recommendations of the In- 
spectors General of the FDIC and the Treasury from their WaMu 
review and have already begun a number of their suggested initia- 
tives. In addition, the FDIC strongly supports pending legislative 
reform efforts to address the orderly resolution of large financial 
organizations. The ability to resolve these institutions in the same 
way that smaller banks are treated, as we did with WaMu, is es- 
sential to ending the too-big-to-fail doctrine. 

The FDIC also strongly supports the need for an independent 
consumer financial protection regulator. Products and practices 
that strip personal wealth undermine the foundation of the econ- 
omy. Finally, we support legislation to require that issuers of mort- 
gage securitizations retain some “skin in the game” to provide 
added discipline for underwriting quality. In fact, the FDIC Board 
will consider in May a proposal to require insured banks to retain 
a portion of the credit risk of any securitizations that they sponsor. 

The FDIC would always like to see troubled institutions return 
to health and safe and sound practices. However, as was the case 
with WaMu, when an institution is no longer viable, closing and 
resolution represent the best course. Further delay by the govern- 
ment would have significantly raised the cost to the FDIC, imposed 
losses on uninsured depositors, and creditors to even greater losses. 
The resolution went smoothly. The FDIC was able to preserve all 
of WaMu’s deposits, both insured and uninsured. The resolution 
left branches open, preserved many jobs, and allowed for a seam- 
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less transition for WaMu’s customers the day after the bank was 
closed. In other words, most of WaMu was saved. 

As with all FDIC resolutions, the institution was not bailed out 
but, rather, competitively bid to the private sector. We were able 
to sell it at zero cost to the Deposit Insurance Fund. In contrast, 
had the FDIC been forced to liquidate WaMu, the FDIC estimates 
that it would have suffered approximately $41 billion in losses. 

Thank you for the opportunity to testify, and I am pleased to an- 
swer your questions. 

Senator Levin. Thank you very much, Ms. Bair. Mr. Bowman. 

TESTIMONY OF JOHN E. BOWMAN, i ACTING DIRECTOR, 
OFFICE OF THRIFT SUPERVISION 

Mr. Bowman. Good afternoon. Chairman Levin. My name is 
John Bowman. I am a career Federal employee who became Acting 
Director of the Office of Thrift Supervision a little over 1 year ago 
during the height of the financial crisis after about 5 years as the 
agency’s chief counsel. It is not a role that I sought, but I am hon- 
ored to serve. 

My written testimony summarizes OTS’ supervision of Wash- 
ington Mutual, and the reasons why WaMu failed. It is important 
to note that this failure came at no cost to the Deposit Insurance 
Fund and at no cost to the American taxpayer unlike recent fail- 
ures of other financial institutions and the near collapse of some 
of the Nation’s largest banks which were deemed “too big to fail” 
and, therefore, provided government assistance. 

The demise of WaMu came early in the procession of more than 
200 banks and thrifts that have closed during this crisis. Lifelines, 
such as the Treasury’s TARP program and the FDIC’s increase in 
deposit insurance coverage, came too late for WaMu. 

During the real estate boom before the crisis, WaMu and other 
financial firms made a critical error by widely underwriting home 
mortgages based more on the value of the collateral represented by 
the homes than on the borrower’s documented ability to repay. As 
home prices continued to rise, these practices supported a widely 
praised initiative to increase homeownership in America. Yet, as 
we now know, homeownership reached unsustainable levels and 
became too much of a good thing. 

Like all of the players in the home mortgage market, bank man- 
agers at WaMu and elsewhere mistakenly believed that they were 
effectively averting risks by moving loans off their books and 
securitizing them. Similarly, homeowners perceived little risk in 
their adjustable-rate mortgages because they thought they could 
sell their homes at a profit before rate resets kicked in. Investors 
believed mortgage-backed securities carried little risk because cred- 
it rating agencies rated them highly. Those beliefs proved mis- 
placed when the real estate market collapsed, the secondary mar- 
ket froze, and the risks turned out to be all too real. The fallout 
hit financial institutions large and small, with State and Federal 
charters, overseen by every banking industry regulator. 

Since WaMu’s failure, the OTS has taken lessons to heart from 
our own internal review of failed thrifts and from the Treasury In- 


^The prepared statement of Mr. Bowman appears in the Appendix on page 181. 
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spector General’s Material Loss Reviews, and we have made strides 
to address the resulting recommendations. We have instituted con- 
trols to better track problems identified in their examination re- 
ports and to take timely, effective action when necessary. We have 
established a Large Bank Unit to keep close watch over our largest 
regulated institutions, strengthened oversight of our OTS regions, 
enhanced supervisory consistency among regions, tightened scru- 
tiny of problem banks, and set deadlines for taking enforcement ac- 
tions after safety and soundness downgrades. In short, we have 
made meaningful changes. 

Although some thrifte helped to overinflate the housing bubble, 
traditional thrifts whose managers stuck to their conservative busi- 
ness practices of lending to people they knew and keeping loans on 
their books weathered this economic storm and continue to provide 
badly needed credit in their communities. Because consumer and 
community lending remains important for American families, I con- 
tinue to believe in the thrift charter and the need for thrifts to 
have a separate regulator. With the changes we have instituted, I 
believe we have made the OTS significantly stronger for the future. 

Thank you again, Mr. Chairman. I am happy to answer your 
questions. 

Senator Levin. Thank you very much, Mr. Bowman. 

Throughout the last few years of WaMu’s operation, the FDIC as 
the back-up regulator made repeated requests to participate in 
OTS exams and was continually rebuffed. We heard in the second 
panel how the FDIC sought to participate in OTS exams of Wash- 
ington Mutual, was limited in terms of staff, forbidden to do file 
review. For periods of time, OTS blocked FDIC access to exam ma- 
terial. 

Mr. Bowman, are you familiar with that, and was that the right 
course of action? 

Mr. Bowman. I can’t say that I am familiar with it, Mr. Chair- 
man, given my responsibilities prior to becoming the Acting Direc- 
tor, but I have read enough about it and I have been watching 
these proceedings to have a sense of what is alleged to have gone 
on. 

Senator Levin. What is your reaction? 

Mr. Bowman. My reaction is twofold, actually. One is the two 
people who were probably the two most senior people within our 
organization were both prior employees of the FDIC. John Reich, 
who spoke earlier, was the Vice Chairman of the FDIC for 5 years. 
Scott Polakoff, who was the Senior Deputy Director, had served at 
the FDIC, I think probably in excess of 25 years, including that as 
a Regional Director out in Chicago. My sense was they knew what 
the issues were. Their perspective, I presume, would be as close to 
the FDIC’s as anyone’s within OTS. So I followed their lead. 

Senator Levin. I mean, why should it take the FDIC 4 months 
to get a desk or access to the examiner’s library with WaMu docu- 
ments? Does that make any sense to you? Does it ring right? 

Mr. Bowman. Yes, that is sort of a specific allegation, sir, that 
I really don’t have any response to. 

Senator Levin. All right. And did you follow the email traffic 
back and forth here? 

Mr. Bowman. No. 
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[Pause.] 

Senator Levin. The FDIC was going to discuss with WaMu the 
recommendation that it was going to make to downgrade its stand- 
ing from a 2 to a 3. OTS got wind of it and said, “I cannot” — this 
is from Mr. Reich to Mr. Polakoff, rating disagreement — “I cannot 
believe the continuing audacity of this woman,” the audacity being 
that they were going to sit down and discuss their recommendation 
to downgrade WaMu. Why is that so audacious? 

Mr. Bowman. Are you reading from a particular email, sir? 
Senator Levin. I am. Exhibit 68. ^ 

Mr. Bowman. All right. 

[Pause.] 

Mr. Bowman. So the question again? 

Senator Levin. What is audacious about the FDIC seeking access 
to — not in this case access — sitting down with a bank which has 
had the kind of problems that the bank had and to tell that bank 
that they were going to recommend a downgrading in their rating? 
Why is that so audacious? 

Mr. Bowman. Well, I think you probably have to ask John Reich 

that, sir. I don’t mean to 

Senator Levin. I did. 

Mr. Bowman [continuing]. Make light of it, but I am not sure ex- 
actly what else might have been going on with the Director at that 
time, what his perception was, what his perspective was, and why 
he would have put it into an email like this. 

Senator Levin. And in terms of access to files and sitting next 
to OTS when you do your examination, is there anything particu- 
larly problematic about that? 

Mr. Bowman. I don’t think so 

Senator Levin. Did that happen? 

Mr. Bowman. That FDIC should sit next to an OTS examiner? 
Senator Levin. No, that they should be rejected when they try. 
Mr. Bowman. Well, I mean, the difficulty I am having with the 
characterization of rejected is that I am looking at the FDIC IG’s 
report, which was issued as part of this, and that seems to indicate 
that, in fact, in the end, and I am quoting now from page 45 of the 
report, the information obtained from invoking back-up examina- 
tion authority did not prompt FDIC to challenge OTS’ composite 
rating of WaMu until mid-2008. So that to me indicates that the 

FDIC got its information. They did not 

Senator Levin. It took 4 months 

Mr. Bowman. Maybe not in a timely fashion 

Senator Levin. Yes. Mr. Bowman, it took 4 months to get a desk. 

Now, look, there is a problem. There is a turf 

Mr. Bowman. A desk? 

Senator Levin. Yes, a desk. 

Mr. Bowman. OK. 

Senator Levin. In FDIC’s offices 

Mr. Bowman. WaMu’s offices. 

Senator Levin. No, in OTS’ offices. In WaMu’s offices. 

Mr. Bowman. Right. 


^ See Exhibit No. 68, which appears in the Appendix on page 439. 
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Senator Levin. Let me get it straight. In WaMu’s offices where 
OTS had space, it took 4 months for the FDIC to get a desk. Now, 
there is a problem there. There was a turf war going on here, it 
is obvious. They couldn’t get to the examiners’ library that had 
WaMu documents. We had testimony here today. Did you hear that 
testimony? 

Mr. Bowman. I heard some of it, yes, sir. 

Senator Levin. Should that be the case? Should that happen? 

Mr. Bowman. It depends upon the circumstances. 

Senator Levin. All right. Do you know anything about these cir- 
cumstances? 

Mr. Bowman. These particular circumstances? I know there was 
a dispute going on in terms of how the 2002 agreement should be 
implemented. Yes, sir, I know that. 

Senator Levin. All right. And you know that Mr. Dochow in July 
2008 sends a message about that Memorandum of Understanding 
that was finally issued relative to this bank. The first thing he 
wanted to know was how come that went to the FDIC before it 
came to me. The answer that he gets back, that Mr. Dochow sends 
to Mr. Ward, is the following. i He apologized, sends the MOU, and 
he says, “The MOU came up yesterday in a call I had with John 
Reich and Scott Polakoff. ... It went to the FDIC because I com- 
mitted to [the FDIC] to consider their comments in an effort to 
minimize their letter writing and posturing.” FDIC’s posturing. 

This is the email traffic between your people. Does that bother 
you that is the case, that there is this feeling that exists here that 
there is a rejection of access to files, to doing an examination with 
the FDIC sitting next to it, that a Memorandum of Understanding 
which is shared with the FDIC, that the FDIC is viewed as being 
a posturer and that is why it was sent, to try to avoid that pos- 
turing? Is that kind of something that folks in your agency feel 
about the FDIC, and does it trouble you if they feel that way, and 
how do you cure it? 

Mr. Bowman. I am not sure what other people within the agency 
think about the FDIC. I know what I think about the FDIC. 

Senator Levin. No, but your people — this is the expression. 

Mr. Bowman. Right. I have two responses. 

Senator Levin. Does that trouble you, is my point. 

Mr. Bowman. I have two responses. To the extent that an em- 
ployee of the OTS, and I say that as the Acting Director, uses that 
kind of language in an email correspondence is inappropriate. 

To the extent that it reflects other issues that may have prompt- 
ed that language, there has to be a way to work those issues out. 

Senator Levin. Now, with the FDIC, when they were not given 
the access to the files, they weren’t given space and they asked for 
reasons, they are not even given reasons, i^en I asked, what was 
the reason given by OTS, they said, “We weren’t given any rea- 
sons.” 

Then you have an Interagency Memorandum which has now 
been entered into. As I understand this, the agencies negotiated 
this memorandum. There is a standard in there for FDIC access 
and FDIC involvement. Is this Interagency Memorandum — and I 


^See Exhibit No. 45, which appears in the Appendix on page 368. 
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ask this of you, Ms. Bair — is this memorandum sufficient now, or 
is it being renegotiated? What is the status of this memorandum? 

Ms. Bair. No, it is not sufficient and it is being renegotiated. 

Senator Levin. And why is that? 

Ms. Bair. Because, I think as our IG reported, it is circular in 
that it requires us to show risk before we can get access, and fre- 
quently we need the access to prove the risk. So we really need 
much broader authority to be able to go in when we feel it is nec- 
essary to protect the Deposit Insurance Fund or gauge our risk ex- 
posure. 

Senator Levin. And Mr. Bowman, what is your reaction to that 
renegotiation? 

Mr. Bowman. I have a couple of thoughts. One is going back to 
your earlier question about the access to information. I go to the 
report of the FDIC IG that was issued today. In that document, it 
states categorically that the FDIC had sufficient information to ar- 
rive at and concur with the CAMELS rating that the OTS had en- 
tered into. That is a significant amount of information in terms of 
who got to sit at which desk or who got to sit in which chair 

Senator Levin. No. It is not which desk. 

Mr. Bowman. Whether they got a desk or not, or whether they 
had to stand in the hall 

Senator Levin. No, whether they had access 

Mr. Bowman. I don’t have any information about that. 

Senator Levin. Mr. Bowman, the question here is access. 

Mr. Bowman. It appears, sir, that they got the access because 
they came up with a CAMELS rating 

Senator Levin. It took them 4 months 

Mr. Bowman [continuing]. That concurs with the OTS. 

Senator Levin. Mr. Bowman, it took them 4 months to get a desk 
with your folks. They were denied access for 4 months at a critical 
moment of a bank that was in deep trouble. I hope you are not 
going to justify that. I hope you will look into what happened and 
why it happened 

Mr. Bowman. I will certainly look into it, sir. I can’t justify it be- 
cause I don’t have any knowledge of it other than what is being 
presented here today. 

Senator Levin. All right. Well, I think your folks did have knowl- 
edge of it long before today and I think you should have looked into 
it long before today so 

Mr. Bowman. I think at least two of those folks that spoke today, 
sir, no longer work at the agency. 

Senator Levin. Yes, but your legislative folks have access to this 
material. 

Mr. Bowman. OK. I also should point out, sir, the first I saw the 
information I am being asked about in terms of this book here was 
when it was placed on the desk in front of me. We asked access 
to it so I could perhaps be a little bit more helpful yesterday and 
was refused permission to see it 

Senator Levin. These are your documents. 

Mr. Bowman. But there were probably how many different docu- 
ments turned over? 
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Senator Levin. According to my staff, these documents were 
shown to you in your interview. We had an interview with you, did 
we not? 

Mr. Bowman. The number of documents that were shown to me 
in my interview numbered 10. I see a significant number of tabs 
beyond 10. 

Senator Levin. And how many did we ask your staff about, or 
your former staff about today, more than 10? 

Mr. Bowman. I don’t know. 

Senator Levin. Well, let us take a look at something which 
comes from your documents which I have asked them about. These 
were OTS documents. These are excerpts from documents. I don’t 
know if I want to read these again. I don’t think you were here ear- 
lier — 

Mr. Bowman. I can save you the trouble. 

Senator Levin. You can? OK. Well, do you want to look at Ex- 
hibit Id in your book.i This is the pattern. “Underwriting of single- 
family residential (SFR) loans,” 2004, “remains less than satisfac- 
tory.” Level of SFR underwriting exceptions in our samples has 
been an ongoing examination issue, “in other words, a problem,” for 
several years and one that management has found difficult to ad- 
dress. “[Residential quality assurancej’s review of the 2003 origina- 
tions disclosed critical error rates as high as 57 percent of certain 
loan samples. . . .” SFR loan underwriting, this has been an area 
of concern for several exams. Securitizations prior to 2003 have 
horrible performance. 

Year after year after year, these are the findings, and yet no for- 
mal action taken by OTS against this bank. That was a problem. 
I don’t know whether — I guess you didn’t hear me ask questions 
about it before, but this is not effective regulation. It is feeble regu- 
lation, year after year after year. 

The Inspector General’s report is highly critical. I don’t know if 
you have read that report or not. Did you? 

Mr. Bowman. I actually read the report prior to providing the 
management response and accepted it. We, in fact, have already 
adopted the one recommendation that was made in that report in 
terms of further changes by the Office of Thrift Supervision, which 
was the implementation of a system to track management re- 
sponses. This had been put in place in October 2007. 

Senator Levin. So you have read that critical report? 

Mr. Bowman. I have read it and the FDIC’s, as well. 

Senator Levin. Mr. Bowman, are you willing to work with the 
FDIC to come up with an Interagency Memorandum which will 
make it possible for the FDIC to promptly access information about 
insured institutions whenever it finds the need for information? 

Mr. Bowman. Sir, up until whenever it finds the information, I 
was prepared to say, yes, I would be prepared to work with them 
along with the Federal Reserve Board, the OCC, which are the four 
Federal regulators. I should point out, sir, that my only hesitation 
in saying that whenever they would like to get the information is 
that we do have a statutory structure which assigns certain respon- 
sibilities to different agencies. The FDIC’s authority as it relates to 


^ See Exhibit No. Id, which appears in the Appendix on page 200. 
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the Federal Reserve, the Office of the Comptroller of the Currency, 
and the Office of Thrift Supervision is that of a back-up regulator. 

One of the complaints, and I think one of the reasonable com- 
plaints by Congress coming out of this crisis is that there was no 
one to provide or assign responsibility to. There was no one in 
charge. To the extent that we mix up or try to shave over who the 
primary Federal regulator is, I think we get ourselves into trouble 
again with that same kind of charge. If we are responsible for it, 
if we made a mistake, we should be held accountable for it. We can 
work with the FDIC, and I am committed to making sure that we 
work something out so that we don’t have a situation like we ap- 
parently had with FDIC and OTS as it relates to WaMu. 

Senator Levin. Is there any reason, since they are a back-up reg- 
ulator that has got major skin in the game, as one would say, given 
the fact that they insure these firms, these banks, is there any rea- 
son why you cannot work together cooperatively without mixing up 
your roles in terms of accountability? 

Mr. Bowman. As you also know, as the Acting Director of the 
OTS, I am also a Director on the Board of Directors of the FDIC. 
So the answer to your question is there is no reason why we can’t 
work together. 

Senator Levin. Is there any reason why we cannot assign prin- 
cipal responsibility to you if we wanted to, or to any other regulator 
if we wanted to, without having that kind of cooperative relation- 
ship with the FDIC? In other words, you can assign responsibility 
to someone and still have them act in cooperation with somebody 
else, right? 

Mr. Bowman. Absolutely. 

Senator Levin. All right. So that fact was repeated in these 
emails. OTS has principal responsibility. FDIC doesn’t. We went 
through these emails earlier today. OTS wanted to remind the 
FDIC that OTS was the principal regulator, as though FDIC didn’t 
know it. And that is what is so darn troubling here, is in critical 
times in terms of this bank and its depositors, its impact on the 
economy, its investors, and so forth, we didn’t see that. We didn’t 
see a cooperative relationship, and I can still not understand what 
the reluctance was. I don’t understand why FDIC was apparently 
rejected when it sought access to materials and access to joint ex- 
aminations. 

[Pause.] 

Senator Levin. Let me ask both of you about some of the risky 
practices that we have talked about at these hearings, the stated 
income loans, the negative amortizing loans, teaser rates. Should 
these practices be banned, either by a regulator or by Congress? I 
think, Ms. Bair, you talked about one of them, I believe. 

Ms. Bair. Yes. We have 

Senator Levin. Go into all of them, the 3 or 4 that we have 
talked about. 

Ms. Bair. We have. We are opposed on a policy level. We are op- 
posed to stated income. We are opposed to teaser rate under- 
writing. You need to underwrite at the fully indexed rate. We think 
you should document income. You should document the customer’s 
ability to repay, not just the initial introductory rate, but if it is 
an adjustable product, when it resets, as well. 
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One of the things that complicates the ability to set strong un- 
derwriting standards across the hoard is that we can only reach in- 
sured depository institutions and a lot of this — actually, the major- 
ity of this — was done by non-banking institutions that would not be 
subject to prudential standards or consumer standards of bank reg- 
ulators. 

The Federal Reserve under HOEPA does have the authority to 
apply consumer lending standards across the board. In 2008, we 
filed a strong comment letter urging the Federal Reserve to ban 
stated income, to require ability to repay, to require underwriting 
at the fully indexed rate for all higher-risk mortgages, not just 
subprime or higher-rate mortgages, but also Option ARMs, inter- 
est-only loans, any non-traditional mortgage product. The Federal 
Reserve did finalize rules, but they only apply to the high-rate 
loans. They don’t apply to the negative amortization loans. 

They are out for comment again on this issue. We filed another 
comment letter suggesting that these type of standards should 
apply to at least non-traditional mortgages. I think, frankly, given 
the deterioration in the prime market, they should consider apply- 
ing them across the board to all mortgages. 

The authority is there now and we have strongly encouraged the 
Federal Reserve to use that and we would be happy to make our 
comment letters available to the Subcommittee. 

Senator Levin. And you have the authority, as well? 

Ms. Bair. The banking regulators have the authority for insured 
depository institutions under safety and soundness rules, yes. 

Senator Levin. But you have the authority to act on all of those 
items that you enumerated? 

Ms. Bair. We do for insured depository institutions. 

Senator Levin. Stated income, teaser rates, document 

Ms. Bair. That is right, for insured depository institutions, the 
primary regulators do. 

Senator Levin. And you do. And you have made recommenda- 
tions to your board, have you? 

Ms. Bair. We have. We joined the Interagency Guidance, which 
was a negotiated document. It did not completely ban stated in- 
come, as our examiners indicated, but it did make clear that we 
think that should be the exception, not the rule. I personally would 
be willing to go further and just eliminate stated income. I think 
if you provide flexibility in terms of the types of documentation 
that could be provided, whether it is deposit slips or W-2s or tax 
returns, fine. Any third-party good verification of income can be al- 
lowed. But some verification should be made. 

I, frankly, don’t personally think there is any reason for a stated 
income loan and we would be happy to see rulemaking applied 
across the board for all insured depository institutions. But again, 
you are only getting part of the market if you don’t apply that to 
the non-banks as well, and you do get into this regulatory arbitrage 
problem. The more standards you put on banks, you have the non- 
banks doing looser underwriting and drawing market share from 
the banks. 

Senator Levin. Well, that is exactly the kind of testimony which 
I think is going to be very helpful to us as we proceed with the leg- 
islative response. 
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Mr. Bowman, what would be your answer to my question? 

Mr. Bowman. I actually would agree with everything that Chair- 
man Bair said. Unfortunately, the OTS does not have separate reg- 
ulatory responsibility or regulation writing responsibility. That 
goes to the Federal Reserve as HOEPA. And in terms of guidance 
versus regulation, regulation is the way to go in that regard. 

The only difficulty and the only caution I might have, taking 
Chairman Bair’s point, one is it has to be applied across the board, 
both to regulated depository institutions as well as what is 
euphemistically referred to as the shadow banking agencies or the 
shadow banking industry. 

I think we also have to be careful in terms of, right now, we are 
getting lots of indications that there is a credit crunch going on in 
our country. Consumers, small businesses, individuals don’t have 
the kind of access to credit that they believe they need. Some of 
that may be an overreaction to the response to what happened in 
2003 through 2007, but the more prescriptive we become in terms 
of the kinds of products that are made available to consumers, I 
think it could have an impact upon availability of credit. 

Senator Levin. Subject to that risk, it is important, though, that 
we be clear and prescriptive? Subject to that risk that you have 
just outlined 

Mr. Bowman. Yes. 

Senator Levin [continuing]. You support what Ms. Bair said? 

Mr. Bowman. Yes. 

Senator Levin. OK. And did you comment on the negative amor- 
tizing loans. Chairman Bair? 

Ms. Bair. Yes. Well, we think, again, that any loan that has ad- 
justable features must be underwritten at the fully indexed rate so 
that the issuer of the loan should determine not just whether the 
borrower can make the payment at the initial introductory rate, 
but when it resets. 

These Option ARMs are terrible products. As was the case with 
WaMu and most of the institutions that made these loans, the vast 
majority of borrowers continued making the minimum payment 
only, so building up not only negative amortization, but also facing 
an interest rate increase when the loans reset. Our experience with 
failed banks is that Option ARMs almost always go bad when they 
hit the reset period. They were not underwritten at the fully in- 
dexed rate and shouldn’t be allowed. Again, we have encouraged 
the Federal Reserve to expand their rules so that they apply to all 
non-traditional mortgages, not just what we call subprime, which 
are the high-rate mortgages. 

Senator Levin. That is very helpful. 

Mr. Bowman, do you want to react to that? 

Mr. Bowman. Nothing to add to that. I agree with that. 

Senator Levin. OK. You have indicated that you have already 
sent some public comments 

Ms. Bair. Yes. 

Senator Levin [continuing]. On this that you would share with 
this Subcommittee. We appreciate that. 

Any comments further on this subject, Mr. Bowman, we would 
appreciate from you, as well. 
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I think on that positive note, we will end. Rather than trying to 
summarize a long hearing, I don’t think I will. It is obvious that 
we had a situation where a bank was riddled with unsafe and un- 
sound lending practices. The regulators saw them, understood 
them, but did not act to stop them, and that was part of the prob- 
lem that we have had, a big part of it. Other parts will be taken 
up next week when we look at the credit rating agencies, what 
their failures were that contributed to this economic disaster. And 
then the week after, we will be looking at the investment banks 
and what their major contribution was to this economic disaster. 

But today’s hearing will now be adjourned with thanks. 

Ms. Bair. Thank you. 

Mr. Bowman. Thank you, Mr. Chairman. 

[Whereupon, at 2:55 p.m., the Subcommittee was adjourned.] 
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Opening Statement of Senator Carl Levin (D-Mich) 
Before the 

U. S. Senate Permanent Subcommittee on Investigations 
on 

Wall Street and The Financial Crisis: 

The Role of Bank Regulators 

April 16, 2010 


This is the second in a series of four Subcommittee hearings examining some of the 
causes and consequences of the 2008 financial crisis. Earlier this week, our first hearing used 
Washington Mutual Bank (“WaMu”) as a case history to illustrate how, from 2004 to 2008, U.S. 
financial institutions loaded up on risk and churned out hundreds of billions of dollars in high 
risk, poor quality home loans to Wall Street in exchange for big fees. Together, they initiated the 
economic assault. 

As regulated entities, most of those financial firms couldn’t have done what they did 
unless their regulators let them. Today’s hearing asks why federal bank regulators saw the 
shoddy lending practices, saw the high risk lending, saw the substandard securitizations, 
understood the risk, but let the banks do it anyway. 

Washington Mutual was a thrift, so its primary federal regulator was the Office of Thrift 
Supervision or OTS. WaMu was the largest single financial institution that OTS oversaw, with 
$300 billion in assets, $188 billion in deposits, and 43,000 employees. WaMu’s fees alone paid 
for 12-15 percent of the OTS budget. Because WaMu’s deposits were insured, the Federal 
Deposit Insurance Corporation (FDIC) served as a backup regulator whose focus was on 
safeguarding the Deposit Insurance Fund. 

Like other bank regulators, OTS was supposed to serve as our first line of defense against 
unsafe and unsound banking practices. But OTS was a feeble regulator. Instead of policing the 
economic assault, OTS was more of a spectator on the sidelines, a watchdog with no bite, noting 
problems and making recommendations, but not acting to correct the flaws and failures it saw. 

At times, it even acted like a WaMu guard dog, trying to keep the FDIC at bay. 

To document wMt happened, we are releasing today another big book of documents, as 
well as a joint report by the Treasury and FDIC Inspectors General examining shortcomings in 
OTS and FDIC oversight of Washington Mutual. Together, they disclose an ineffective bank 
regulatory culture hindered by weak standards, lax oversight, and agency infighting. 

Shoddy Lending Practices 

Before its fall, Washington Mutual held itself out as a well-run, prudent bank that was a 
pillar of its community. But Tuesday’s hearing showed that, behind closed doors, the bank’s 
management was surrounded by deep-seated problems including shoddy lending practices and 
poor quality loans. 
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This chart, Exhibit l(i) from Tuesday’s hearing, shows how, over a 5-year period, from 
2003 to 2008, Washington Mutual and its subprime lender, Long Beach, loaded up with risk. 

The bank dumped low-risk 30-year fixed loans in favor of high risk subprime, option ARM, and 
home equity loans. Low risk loans shrunk from two-thirds of the bank’s originations to one- 
quarter. High risk loans grew from one-third to three-quarters of the bank’s home loan business. 

Those high risk loans were problem-plagued. Tuesday’s hearing examined voluminous 
evidence of WaMu internal reviews finding poor quality loans, fraud, errors, and other 
deficiencies. In one instance, a year-long internal WaMu probe found that two of WaMu’s top 
loan producing offices were issuing loans with fraud rates of 58% and 83%. Another WaMu 
investigation two years later found that one of the office’s fraud rate was 62%. At still another 
loan office, a sales associate admitted “manufacturing” documents to support quick loan 
closings. 

Washington Mutual’s shoddy lending practices affected more than its own operations. 
WaMu and Long Beach sold or securitized most of their loans. As this chart shows, from 2000 
to 2007, WaMu and Long Beach securitized at least $77 billion in subprime loans, stopping only 
when the subprime secondary market collapsed in September 2007. WaMu sold another $ 1 1 5 
billion in Option ARM loans. Together, WaMu and Long Beach dumped hundreds of billions of 
dollars of toxic mortgages into the financial system like polluters dumping poison in a river. 

Washington Mutual’s Regulatory History 

So where were the bank regulators? The painful fact is that they had a front row seat to 
Washington Mutual’s high risk lending strategy, its poor quality loans, and substandard 
securitization practices, but did little to stop it. 

The documents reviewed by the Subcommittee show that OTS knew all about 
Washington Mutual’s high risk lending strategy. In fact, it was OTS that required the bank to get 
Board approval of it in January 2005. OTS knew about WaMu’s shoddy lending practices, 
having repeatedly identified problems with the bank’s operations in examination reports year 
after year. Every time OTS listed a problem, it also told WaMu to take corrective action. But 
when the problem didn’t get fixed, OTS failed to force change. Instead, OTS wrung its hands as 
the bank sank into deeper and deeper waters. 

This chart. Exhibit 1(c), provides a quick summary of some of the findings made by OTS 
over the years regarding failings in the underwriting — meaning lending - practices at 
Washington Mutual, 

Start with 2004: “Underwriting ... remains less than satisfactory.” “[N]ot ... successful 
in effecting change.” Next is 2005: “Underwriting exceptions evidence lack of compliance with 
bank policy,” “Increase[s] with the risk profile of the portfolio.” “[DJeterioration in these [Long 
Beach] older securitizations.” 

Those 2005 findings came from a Report on Examination which stated more broadly: 
“[Wje remain concerned with the number of underwriting exceptions and with issues that 
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evidence lack of compliance with bank policy .... [T]he level of deficiencies, if left unchecked, 
could erode the credit quality of the portfolio. Our concerns are increased [when] the risk profile 
of the portfolio is considered, including concentrations in Option ARM loans to higher-risk 
borrowers, in low and limited documentation loans, and loans with subprime or higher-risk 
characteristics.” 

Unfortunately, the level of deficiencies was left “unchecked.” In fact, those deficiencies 
continued to run rampant, Here’s 2006: “[C]ontinuing weakness in . . . loan underwriting at 
Long Beach.” “Numerous instances of underwriter exceeding guidelines , , . [and] errors.” Now 
2007: “Too much emphasis on loan production ... at the expense of loan quality,” “Subprime 
underwriting practices remain less than satisfactory.” “[UJnderwriting exceptions and errors 
above acceptable levels.” And finally, 2008, the year the bank failed: “[N]ot in compliance with 
the Interagency Guidance on Nontraditional Mortgages.” “High . . . losses due in part to . . , poor 
underwriting.” [A]ctions should have been taken sooner.” 

Those are all OTS observations about problems at WaMu year after year. In 2008, the 
year the bank collapsed, OTS said, “actions should have been taken sooner.” Actions sure 
should have been taken sooner — by OTS itself. OTS raised the concerns listed on this chart 
with WaMu’s top executives and Board of Directors for 5 straight years. Each year, WaMu 
promised to do better, but it didn’t, and OTS never took action to change that. 

At our Tuesday hearing, even WaMu officials expressed surprise at OTS’ reluctance to 
act. WaMu’s Chief Risk Officer from 2004-2005, Jim Vanasek, testified: “What I cannot 
explain is why the superiors in the agencies didn't take a tougher tone with the banks given the 
degree of . . , negative findings. . . . [TJhere seemed to be a tolerance there or a political 
influence on senior management of those agencies that prevented them from taking a more active 
stance. By a more active stance, I mean putting the banks under letters of agreement and forcing 
change.” His successor at WaMu, Ron Cathcart, testified that “the approach that the OTS took 
was much more light-handed than I was used to. It seemed as if the regulator was prepared to 
allow the bank to work through its problems and had a higher degree of tolerance . . . than I had 
seen with the other . . . regulators.” 

Regulations work best when regulators stay at arms length from those that they regulate. 
Too often in this case, WaMu regulators were not at arms length; they w'ere arm in arm. Over 
time, OTS allowed Washington Mutual and Long Beach to load up on risk and engage in a host 
of unsafe and unsound practices. This chart, Exhibit 1 (b), lists some of them. 


• Targeting High Risk Borrowers 

• Steering Borrowers to Higher Risk Home Loans 

• Offering Teaser Rates, Interest Only, and Negative Amortizing Loans 

• Not ’Verifying Income 

• Offering Higher Pay for Making Higher Risk Home Loans 
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The documents show that more than one OTS examiner expressed misgivings about these 
lending practices, but never got the support of OTS management to end them. One WaMu 
examiner wrote that stated income loans - loans in which borrowers state their income without 
any verification — were “a flawed product that can’t be fixed and never should have been 
allowed in the first place,” Another OTS examiner tried to object to so-called NINA loans - 
meaning loans in which “No Income and No Asset” numbers are required to be provided by the 
borrower. An OTS policy official agreed, writing in a 2007 email that NINA loans are 
“collateral dependent lending and deemed unsafe and unsound by all the agencies.” But the OTS 
West Region dismissed that analysis, allowed NINA loans, and called the OTS policy official a 
“lone ranger.” 

Still another example involves Washington MutuaTs flagship product, the Option Adjustable 
Rate Mortgage. WaMu engaged in a host of shoddy lending practices that vastly increased the 
risks associated with its Option ARMs, such as permitting virtually every Option ARM borrower 
to make minimum payments which resulted in negatively amortizing loans in which the loan 
principal actually increased over time. Washington Mutual relied on rising house prices and 
refinancing to avoid payment shock and loan defaults. For years, OTS said that WaMu should 
reduce the increased risks, while watching the bank originate $30 to $60 billion or more in 
Option ARMs each year. It never took action to enforce its judgment. 

In 2004, OTS found that WaMu’s incentive compensation for loan officers failed to provide 
any money for loan quality. Volume and speed were king, and loan officers got paid more 
money for more risk, OTS recommended that WaMu “enhance” its system to emphasize loan 
quality, and closed the finding based on WaMu’s promise to redesign its pay system. In 2005, 
OTS discovered that WaMu had not changed its compensation plan, and again asked the bank to 
fix it. In 2008, WaMu discovered rampant fraud at one of its top loan producing offices, and its 
own staff faulted pay incentives that put loan speed before loan quality. In four years, WaMu 
had never fixed the problem. 

OTS had multiple enforcement tools to force change at WaMu. It could have required, 
for example, a private Board Resolution or a public Memorandum of Understanding, imposed a 
monetary fine, or issued a Cease and Desist order. But OTS didn’t take any of those steps. It 
acted like a spectator, chronicling the bank’s failures rather than preventing them. OTS didn’t 
take enforcement action on its criticisms of the bank until 2008, the year WaMu failed. 

Why was OTS so reluctant to act? A 2007 email by OTS Director John Reich, Exhibit 
78, supplies part of the answer. He wrote to his staff: “Kerry Killinger, the CEO of Washington 
Mutual (WaMu) will be in town Friday and wants to have a lunch meeting. He’s my largest 
constituent.” OTS viewed WaMu as its constituent, losing sight of the fact that OTS’ real 
constituents were not the banks it oversaw, but the American people it was supposed to protect 
from unsafe and unsound banking practices. 

A 2005 email by the OTS Examiner in Charge at Washington Mutual is also telling. The 
Examiner in Charge wrote to his bosses: “[TJhis is just one of several symptoms of the ongoing 
broader problem of getting their house in order from an underwriting standpoint. It has been 
hard for us to justify doing much more than constantly nagging (okay, "chastising") through 
ROE [Reports on Examination] and meetings, since they have not been really adversely 
impacted in terms of losses.” Think about that. The WaMu bank examiner felt he couldn’t do 
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more than “nag” the bank, unless WaMu was losing money. The OTS handbook, by the way, 
states explicitly that losses are not necessary for an examiner to take action. But the OTS 
examiner saw himself, not as a civil servant enforcing the law and protecting the banking system, 
but as just a nag. 

Still another part of the answer may be that WaMu was OTS’ largest bank and supplied 
the largest amount of fees of any bank. 

Washington Mutual’s Demise 

WaMu’s downfall began in 2006, when the value of its subprime loans began falling. In 
July 2007, after two credit rating agencies suddenly downgraded hundreds of subprime mortgage 
backed securities, the subprime market froze, and banks like WaMu were left holding billions of 
dollars of suddenly unmarketable home loans. The value of those assets began plummeting. 
Washington Mutual recorded a $1 billion loss in the fourth quarter of 2007, and another $1 
billion loss in the first quarter of 2008. 

Finally, in late February 2008, OTS downgraded the bank firom a 2 to a 3 CAMELS 
rating. The CAMELS rating system is used by all the federal bank regulators to rate the safety 
and soundness of financial institutions, and measures capital, asset quality, management, 
earnings, liquidity, and sensitivity to market risk. It uses a scale of 1 to 5, with 1 being the best 
rating and 5 the worst. The ratings are normally not made public. Washington Mutual had a 2 
rating for many years, which signifies a fundamentally sound bank. 

Once OTS assigned the 3 rating, which signifies a troubled bank, OTS policy required it 
to issue a public Memorandum of Understanding at the same time, to correct the bank’s 
deficiencies. But OTS inexplicably didn’t. Instead OTS waited until the next month and 
accepted a nonpublic Board Resolution in which the Board promised to fix problems but 
provided no specific plans or deadlines for doing so. It was a kid gloves approach that made 
absolutely no sense given the bank’s problems and the intensifying financial crisis. 

In the meantime, the FDIC expressed increasing concerns about the bank, which its 
internal Large Insured Deposit Institution (LIDI) reports showed to be deteriorating. FDIC told 
the OTS that the bank should consider an outside purchaser. In March 2008, WaMu invited 
potential buyers of the bank to review its internal data. In April, WaMu announced it had lost 
another $3.2 billion in the second quarter. JPMorgan Chase made an offer to buy the bank, but 
WaMu turned it down, after raising $7 billion in capital to reassure the market. 

In July 2008, IndyMac, another high-risk thrift on the west coast, closed its doors. 
WaMu’s large depositors, fearing a similar fate at Washington Mutual, withdrew about $9 billion 
in a quiet run on the bank. Two months later, on September 15, 2008, Lehman Brothers declared 
bankruptcy, and over the next eight days, WaMu depositors withdrew another $17 billion from 
the bank, triggering a liquidity crisis. 

On September 7, 2008, OTS took its first formal enforcement action against the bank, but 
it was way too little too late. After more than a month of trying to persuade OTS that WaMu 
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should be downgraded to a 4 rating, the FDIC independently downgraded the bank on September 
1 8. OTS reluctantly followed suit that same day. By then, the FDIC was contemplating whether 
the $300 billion thrift, if it failed, might exhaust the entire federal Deposit Insurance Fund which 
then contained a total of about $45 billion. 

On September 25, 2008, due to the bank’s intensifying liquidity problems, the regulators 
finally pulled the plug. They felt the bank couldn’t even make it to the end of the week, as their 
usual practice, and instead moved on a Thursday. OTS closed Washington Mutual and 
appointed the FDIC as its receiver, That same day, the FDIC sold the bank’s assets and deposits 
to JPMorgan Chase for about $1.9 billion. 

Critics complain that WaMu should not have been shut down, that it should have 
received a taxpayer bailout under the TARP program, emergency lending from the Federal 
Reserve, and SEC protection from short-selling. But our focus here is not on the regulators’ 
decision to close the bank, but on how regulators let the bank deteriorate to the point where its 
failure threatened to bust the Deposit Insurance Fund. 

Regulatory Failures 

The fact is that our bank regulators failed us. OTS failed to stop Washington Mutual 
from engaging in high risk lending practices that created a mortgage time bomb. It failed to 
force the bank to correct years-long deficiencies. It failed to cooperate with efforts by the FDIC 
to evaluate the bank’s operations. And it failed to stop the bank from sending toxic mortgages 
into the financial system and poisoning the secondary market. These failures were not limited to 
Washington Mutual, but were symptomatic of sector-wide failures that played a major role in the 
2008 financial crisis. 

The Washington Mutual case history makes it clear that OTS had bought into the view 
that as long as Washington Mutual was profitable, the bank could continue its high risk lending 
strategy. OTS management saw no reason to tighten lending standards, even after its fellow 
regulators decided to issue joint guidance to strengthen lending standards for so-called 
“nontraditional mortgages.” OTS argued against strong restrictions, noting internally that they 
needed to go “on the offensive” to stop them, and even presenting data supplied by WaMu 
showing how stronger lending standards would reduce the bank’s business. 

The Guidance On Nontraditional Mortgages was promulgated by all the banking 
regulators in October 2006. Other agencies told their financial institutions to comply promptly, 
but OTS did not. In 2007, when the FDIC asked OTS to review WaMu loan files to evaluate its 
compliance with the Guidance, OTS refused and disclosed it was giving its thrifts more time to 
comply. Meanwhile, WaMu had calculated that complying with the Guidance would reduce its 
loan volume by 33 percent, because fewer borrowers would qualify for loans. In an email to 
colleagues, WaMu’s Chief Risk Officer argued “in favor of holding off on implementation until 
required to act for public relations ... or regulatory reasons.” By the time, OTS made the 
Guidance effective for its thrifts, the subprime secondary market had frozen and WaMu’s loan 
originations had already dropped. 
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Turf War. At the same time the documents show OTS’ reluctance to say no to WaMu, 
they show that OTS did have a backbone when it came to saying no to a fellow regulator. 

For many years, OTS and FDIC had shared a cooperative relationship in regulating 
Washington Mutual. In 2006, OTS practices abruptly changed. The West Region Director told 
his staff; “[T]he message was crystal clear today. Absolutely no FDIC participation on any OTS 
1 and 2 rated exams.” Since WaMu had a 2 rating, OTS rejected the FDIC’s request to 
participate in a WaMu exam. 

OTS went further. It actually impeded FDIC’s examination efforts. It denied the FDIC 
examiner access to WaMu data, refused for several months to assign him space on-site at the 
bank, and rejected his requests to review bank loan files. When the FDIC urged OTS to lower 
WaMu’s rating, OTS resisted. OTS fought this turf war at the same time the largest financial 
institution it was supposed to regulate was losing value, capital, and deposits. 

Systemic Risk. OTS also took a narrow view of its responsibility to the U.S. banking 
system as a whole. The documents show that OTS allowed Washington Mutual to engage in 
high risk lending, in part, because the bank did not plan to keep the high risk loans on its books, 
but sell them into the marketplace. OTS never considered how dumping billions of dollars in 
toxic mortgages into the stream of commerce would weaken the financial system and even come 
back to harm its own institutions. 

One OTS examiner commented on the agency’s approach in a 2008 email as follows: 

“We were satisfied that the loans were originated for sale. SEC and FED [were] asleep at the 
switch with the securitization and repackaging of the cash flows, irrespective of who they were 
selling to.” 

OTS examiners knew that Washington Mutual and Long Beach were notorious for selling 
bad loans. As early as 2005, an OTS examiner sent an email to colleagues with this description 
of Long Beach mortgage backed securities: “[Securitizations] prior to 2003 have horrible 
performance. . . . [Long Beach] finished in the top 12 worst annualized [Net Credit Losses] in 
1997 and 1999 thru 2003. ... At 2/05, [Long Beach] was #1 with a 12% delinquency rate. 
Industry was around 8.25%.” Yet OTS took no steps to require Long Beach or Washington 
Mutual to clean up their securitizations or the bad loans underlying them. OTS just didn’t see it 
as part of its job, even while the flood of toxic mortgages was slowly poisoning the secondary 
markets, leading to their collapse and the financial crisis of 2008. 

Conclusion 

Our bank regulators were not blind to the problems building up in the mortgage banking 
system. They knew. Instead of getting in the game, they sat on the bench. OTS, in particular, 
didn’t act on what it knew. It appeared to have been too close to the banks it oversaw. The 
bottom line is that OTS never said “no” to any of the high risk lending or shoddy lending 
practices that came to undermine WaMu’s portfolio, its stock price, its depositor base, and its 
reputation. The result was a bank failure, a financial system it helped poison with toxic 
mortgages, and an economic meltdown. 
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Today, we are examining what happened in this case history. The question for Congress 
is how do we strengthen our regulatory culture. 

On that somber note, I turn to my Ranking Member, Senator Cobum, for his insights. I 
thank him again for his and his staffs support in this investigation. 
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STATEMENT OF THE HONORABLE ERIC M. THORSON 
INSPECTOR GENERAL 
DEPARTMENT OF THE TREASURY 
BEFORE THE SENATE HOMELAND SECURITY AND 
GOVERNMENTAL AFFAIRS COMMITTEE 
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
APRIL 16, 2010 
9:30 AM 


Chairman Levin, Senator Coburn, and Members of the Committee, thank you for 
the opportunity, along with Mr. Jon Rymer, the Inspector General of the Federal 
Deposit Insurance Corporation (FDIC), to discuss our joint evaluation of the failure 
of Washington Mutual Savings Bank (WaMu) of Seattle, Washington. 

Over the past 2 plus years, our country has found itself immersed in a financial 
crisis that started when housing prices stopped rising and borrowers could no 
longer refinance their way out of financial difficulty. Since then, we have seen 
record levels of delinquency, defaults, foreclosures, and declining real estate 
values. As a result, securities tied to real estate prices have plummeted, and 
financial institutions have collapsed. In many cases, these financial institutions 
were large and, before the crisis, seemed to be financially sound. But the warning 
signs were there. Since mid-2007, my Office has completed 1 8 reviews of failed 
financial institutions, including the one that we are testifying about this morning. 
Based on those reviews, we have found that time and time again, the regulators for 
which we have oversight, the Office of Thrift Supervision (OTS) and the Office of 
Comptroller the Currency (OCC), frequently identified the early warning signs (or 
"red flags") that could have at least minimized, if not prevented, the losses 
associated with the financial institutions' failure but did not take sufficient 
corrective action soon enough to do so. 

My testimony today, and that of my colleague, will focus on the failure of WaMu. 
WaMu was a federally-chartered savings association established in 1889 and FDIC- 
insured since January 1, 1934. WaMu was wholly owned by Washington Mutual, 
Inc., a non-diversified, multiple savings and loan holding company. WaMu grew 
rapidly through acquisitions and mergers during the period 1991 to 2006, acquiring 
11 institutions and merging with 2 affiliates with assets totaling nearly $198 
billion. At the time of its failure, WaMu was one of the eight largest federally- 
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insured financial institutions, operating 2,300 branches in 1 5 states, with total 
assets of $307 billion. 

TREASURY OFFICE OF INSPECTOR GENERAL OVERVIEW 

My office provides independent audit and investigative oversight of the Department 
of the Treasury's programs and operations and that of its bureaus, excluding the 
Internal Revenue Service and the Troubled Asset Relief Program also know as 
TARP. In addition to overseeing Treasury's financial institution regulators, OTS and 
OCC, we oversee Treasury's programs and operations to combat money laundering 
and terrorist financing, manage federal collections and payments systems, manage 
and account for the public debt, maintain government-wide financial accounting 
records, manufacture the Nation's currency and coins, collect revenue on alcohol 
and tobacco products and regulate those industries, provide domestic assistance 
through the Office of the Fiscal Assistant Secretary and the Community 
Development Financial Institutions Fund, and international assistance through 
multilateral financial institutions. Our current on-board staffing level is 144 which 
breaks down as follows: 100 personnel in the Office of Audit and 20 personnel in 
the Office of Investigations. The remaining personnel include my deputy, my legal 
counsel, our administrative support staff, and me. Our fiscal year 2010 budget 
appropriation is $29.7 million. 

INSPECTOR GENERAL REVIEWS OF FEDERALLY-INSURED FAILED FINANCIAL 
INSTITUTIONS 

The Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) 
requires that the Inspector General of the cognizant federal banking agency review 
and report to that agency when an institution under its supervision fails and that 
failure results in a material loss to the Deposit Insurance Fund. Among other things, 
these reviews determine the causes of the institution's failure and assess the 
supervision exercised over the failed institution. Furthermore, a loss to the Deposit 
Insurance Fund is considered material if it exceeds the greater of $25 million or 2 
percent of an institution's total assets at the time of its failure. 

With that in mind, beginning with the failure of NetBank, FSB, in September 2007, 
65 Treasury-regulated (OTS and OCC) financial institutions have failed as of 
April 1, 2010. Of those, 49 have met the material loss review threshold. Of those, 
my office has completed and issued 17 such reviews (8 to OTS and 9 to OCC); we 
currently have another 32 failed thrift/bank reviews in progress. The total estimated 
loss to the Deposit Insurance Fund attributable to those 49 Treasury-regulated 
failed financial institutions is approximately $34.5 billion. Unfortunately, looking 
forward, I believe my office will be busy conducting such reviews for some time to 
come. 
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JOINT TREASURY OIG/FDIC OIG REVIEW OF WAWIU 

On September 25, 2008, OTS closed WaMu and FDIC facilitated the sale of WaMu 
to JPMorgan Chase in a closed bank transaction for $1 .89 billion that resulted in 
no toss to the Deposit Insurance Fund. It should be noted that since the failure of 
WaMu did not result in a loss to the Deposit Insurance Fund, it did not trigger a 
material loss review by my office. Nonetheless, given the size of WaMu and the 
loss that it would have caused to the Deposit Insurance Fund had a sale not been 
facilitated. Inspector General Rymer and I decided that an evaluation of OTS and 
FDIC supervision was warranted. Among other things, we thought such a review 
would provide important information and observations as the Administration and 
Congress consider regulatory reform. 

We completed our joint review and issued our results to Acting OTS Director 
Bowman and FDIC Chairman Bair on April 9, 2010. That report discussed three 
things: |1) the causes of WaMu's failure; (2) OTS's supervision of WaMu, and 
(3) FDIC's monitoring of WaMu in its role as deposit insurer, including the manner 
and extent to which FDIC and OTS coordinated oversight of the institution. The 
balance of my testimony will cover the causes of WaMu's failure and OTS's 
supervision of it. Inspector General Rymer's testimony will focus on FDIC's role as 
deposit insurer and its coordination with OTS with regard to exercising its back-up 
examination authority. I will also briefly share the results of other work conducted 
by my office involving a certain senior OTS official that interacted with FDIC in the 
federal supervision of WaMu. 

CAUSES OF WAMU'S FAILURE 

WaMu failed because its management pursued a high-risk business strategy 
without adequately underwriting’ its loans or controlling its risks. WaMu’s high-risk 
strategy, combined with the housing and mortgage market collapse in mid-2007, 
left WaMu with loan losses, borrowing capacity limitations, and a falling stock 
price, in September 2008, WaMu was unable to raise capital to counter significant 
depositor withdrawals sparked by rumors of WaMu's problems and other high- 
profile failures at the time. OTS closed WaMu on September 25, 2008. 

High Risk Lending Strategy 

In 2005, WaMu shifted away from originating traditional fixed-rate and conforming 
single family residential loans, towards riskier subprime loans^ and option adjustable 


' Underwriting is the process by which a lender decides whether a potential borrower is 
creditworthy and should receive a loan. 

^ WaMu defined borrowers with a score of less than 620 on the FICO scale as subprime. FICO is a 
credit score representing the creditworthiness of a person or the likelihood that person will pay his 
or her debts. A person's FICO score falls somewhere between 300 and 850. 
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rate mortgages also known as Option ARMs.^ WaMu pursued this new strategy in 
anticipation of higher earnings and to compete with Countrywide Financial 
Corporation, which, at the time, it viewed as its strongest competitor. 

In 2006, WaMu estimated in internal documents that its internal profit margin on 
subprime loans was more than 10 times the amount for a government-backed loan 
product and more than 7 times the amount for a fixed-rate loan product. WaMu 
also estimated its internal profit margin on Option ARMs at more than 8 times the 
amount for a government-backed loan product and nearly 6 times the amount for a 
fixed-rate loan product. In short, WaMu saw these riskier loan vehicles as a way to 
substantially increase its profitability. 

Option ARMs represented nearly half of all WaMu loan originations from 2003 to 
2007 and totaled approximately $59 billion, or 47 percent, of the home loans on 
WaMu's balance sheet at the end of 2007. 

WaMu's underwriting policies and procedures made inherently high-risk products 
even riskier. For example, WaMu originated a significant number of loans as "stated 
income" loans, sometimes referred to as "low-doc" loans. These loans allowed 
borrowers to simply write-in their income on the loan application without providing 
supporting documentation. Approximately 90 percent of all of WaMu's home equity 
loans, 73 percent of its Option ARMs, and 50 percent of its subprime loans were 
"stated income" loans. 

WaMu also originated loans with high loan-to-value ratios.'* To that end, WaMu 
held a significant percentage of loans where the loan exceeded 80 percent of the 
underlying property value. For example, at the end of 2007, 44 percent of WaMu's 
subprime loans, 35 percent of WaMu's home equity loans, and 6 percent of 
WaMu's Option ARMs were originated for total loan amounts in excess of 80 
percent of the property's value. Moreover, WaMu did not require borrowers to 


^ An option ARM is an adjustable rate mortgage that typically offers a very low teaser rate which 
translates into very low minimum payments for a very short period of time. WaMu's Option ARMs 
provided borrowers with the choice to pay their monthly mortgages in amounts equal to monthly 
principal and interest, interest-only, or a minimum monthly payment. The minimum monthly 
payment was based on teaser rate. After the introductory rate expired, the minimum monthly 
payment feature introduced two significant risks to WaMu's portfolio: negative amortization and 
payment shock. Negative amortization occurred when the minimum monthly payments made after 
the expiration of the teaser rate was insufficient to pay monthly interest cost. The unpaid interest 
was added to the principal loan balance thereby increasing the original loan amount. Payment shock 
occurred 5 years after the loan was originated, or sooner In some circumstances, because the 
minimum monthly payment was recomputed using a market interest rate, the larger principal 
balance, and the remaining term of the loan. 

Loan to value {LTV) is one of the key risk factors that lenders assess when qualifying borrowers 
for a mortgage. Typically, low LTV ratios {below 80 percent) carry with them lower rates for lower- 
risk borrowers. Conversely, as the LTV ratio of a loan increases, the qualification guidelines for 
certain mortgage programs become much more strict. Lenders can require borrowers of high LTV 
loans to buy private mortgage insurance to protect the lender from borrower default. 
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purchase private mortgage insurance to protect itself against loss in case of default 
by the borrowers. 

Inadequate Controls to Manage the High-Risk Strategy 

In addition to originating retail loans with its own employees, WaMu began 
originating and purchasing wholesale loans through a network of brokers and 
correspondents.® From 2003 to 2007, wholesale loan channels represented 48 to 
70 percent of WaMu's total single family residential loan production.® WaMu saw 
the financial incentive to use wholesale loan channels for production as significant. 
According to an April 2006 internal presentation to the WaMu Board, it cost WaMu 
about 66 percent less to close a wholesale loan ($1,809 per loan) than it did to 
close a retail loan ($5,273). So while WaMu profitability increased through the use 
of third-party originators, it had far less oversight and control over the quality of 
the originations. 

In fact, WaMu did not adequately oversee the third-party brokers who were 
originating most of WaMu’s mortgages. Specifically, in 2007, WaMu only had 14 
WaMu employees overseeing more than 34,000 third-party brokers - an oversight 
ratio of over 2,400 third party brokers to 1 WaMu employee. WaMu used 
scorecards to evaluate its third-party brokers, but those scorecards did not measure 
the rate of significant underwriting and documentation deficiencies attributable to 
individual brokers. Furthermore, in 2007, WaMu itself identified fraud losses 
attributable to third-party brokers of $51 million for subprime loans and $27 million 
for prime loans. These matters are under further review by law enforcement 
agencies. 

Risk management was especially important for WaMu because of its high-risk 
lending strategy, significant and frequent management changes, corporate 
reorganizations, and significant growth as well as its sheer size. WaMu grew 
rapidly from a regional to a national mortgage lender through acquisitions and 
mergers with affiliate companies. From 1991 to 2006, WaMu acquired 1 1 
institutions and merged with 2 affiliates. WaMu, however, did not fully integrate 
and consolidate the information technology systems, risk controls, and policies and 
procedures from the companies it acquired into a single enterprise-wide risk 
management system. To that end, from 2004 through 2008, OTS repeatedly noted 
that WaMu did not have effective controls in place to ensure proper risk 
management. 


® Brokers concentrate on finding customers in need of financing and process the ioan application 
and mortgage documents. Correspondents deal with the customer, then close and fund the loan 
before selling the loan to an investor, 

® WaMu exited wholesale lending channels in 2008 as losses mounted. 
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Significant Liquidity Stress in 2008 

WaMu experienced liquidity problems beginning in late 2007. In the fourth quarter 
of 2007 and first quarter of 2008, WaMu suffered consecutive $1 billion quarterly 
losses because of loan charge-offs and reserves for future loan losses. WaMu did 
briefly improve its liquidity position in April 2008 through a $7 billion investment in 
WaMu's holding company made by a consortium led by the Texas Pacific Group, 

$5 billion of which was downstreamed to WaMu. Nevertheless, WaMu went on to 
suffer a $3.2 billion loss in the second quarter of 2008 and saw its share price 
decrease by 55 percent. 

The high-profile failure of IndyMac Bank in July 2008 coupled with rumors of 
WaMu's problems further stressed WaMu's liquidity. At the same time, the Federal 
Home Loan Bank of San Francisco began to limit WaMu's borrowing capacity. As a 
result, WaMu began offering deposit rates in excess of its competitors in order to 
bring in deposits to improve liquidity. Shortly thereafter, Lehman Brothers collapsed 
on September 1 5, 2008, and over the following 8 days, WaMu incurred net deposit 
outflows of $16.7 billion, creating a second liquidity crisis. WaMu's ability to raise 
capital was hindered by its borrowing capacity limits, share price declines, portfolio 
losses, and an anti-dilution clause tied to the $7 billion capital investment. On 
September 25, 2008, OTS closed WaMu and appointed FDIC as receiver. 

OTS'S SUPERVISION OF WAMU 

WaMu was OTS's largest regulated institution and represented as much as 1 5 
percent of OTS's revenue from 2003 through 2008. OTS spent significant 
resources examining WaMu. For example, in 2003, OTS devoted 17,285 
examination hours to WaMu (the equivalent of more than 8 full time employees for 
the entire year). Annually increasing the hours, by 2007 OTS devoted over 31,000 
examination hours to WaMu (the equivalent of more than 15 full time employees 
for the entire year). 

OTS conducted regular risk assessments and examinations that rated WaMu's 
overall performance satisfactory until 2008. Furthermore, it should be noted that 
those supervisory efforts did identify the core weaknesses that eventually led to 
WaMu's demise - high-risk products, poor underwriting, and weak risk controls. In 
fact, issues with poor underwriting and weak risk controls were noted at least as 
far back as 2003, the earliest examination documentation we looked at during our 
review, and issues with high-risk loan products were reported soon after WaMu 
started to offer them in 2005. OTS, however, relied largely on WaMu management 
to track progress in correcting examiner-identified weaknesses and accepted 
assurances from WaMu management and its Board of Directors that problems 
would be resolved. The problem was, however, that OTS did not ensure that 
WaMu corrected those weaknesses. In fact, OTS did not take any safety and 
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soundness enforcement action against WaMu until 2008 after the thrift started to 
incur significant losses, and the two actions taken were very weak. 

Bank regulators, including OTS, use a uniform rating system called CAMELS’ to 
assess financial institution performance. The CAMELS rating is a critical factor in 
supporting the need for enforcement actions and in determining the assessment 
rate an institution should pay for deposit insurance. Briefly put, CAMELS ratings are 
based on a scale from 1 to 5, with 1 being the best rating and 5 being the worst. 
Generally, if a financial institution has a composite CAMELS rating of 1 it is 
considered to be a high-quality institution, while financial institutions with 
composite CAMELS ratings of greater than 3 are considered to be less than 
satisfactory. 

The following table provides standard definitions of each CAMELS composite rating 
level. 


CAMELS Composite Rating Definitions 


1 

Sound in every respect 

2 

Fundamentally sound 

3 

Exhibits some degree of supervisory concern in one or 
more of the component areas (r.e., capital adequacy, 
asset quality, management, earnings, liquidity, 
sensitivity to market risk) 

4 

Generally exhibits unsafe and unsound practices or 
conditions 

5 

Exhibits extremely unsafe and unsound practices or 
conditions; exhibits a critically deficient performance; 
often contains inadequate risk management practices 
relative to the institution's size, complexity, and risk 
profile; and is of the greatest supervisory concern 


From 2001 to 2007, OTS consistently rated WaMu a CAMELS composite 2, 
meaning, by definition, that OTS considered WaMu as fundamentally sound during 
these years. Specifically, the CAMELS composite criteria for a 2 rating state that 
such institutions have only moderate weaknesses that are within the board's and 
management's capability and willingness to correct, and have satisfactory risk 
management practices relative to the institution's size, complexity, and risk profile. 
Furthermore, institutions in this category are considered to be stable and capable of 
withstanding business fluctuations. 


’ The CAMELS rating is a supervisory rating of a financial institution's overall condition. Bank 
regulators assign each financial institution under their supervision a score on a scale of 1 (best) to 5 
(worst) for each CAMELS component. The CAMELS components are: C - Capital adequacy, 

A — Asset quality, M - Management quality, E - Earnings, L - Liquidity, and S - Sensitivity to 
Market Risk. 
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Given the multiple repeat findings related to asset quality and management, and 
considering the definitions of the composite ratings, it is difficult to understand 
how OTS continued to assign WaMu a composite 2-rating year after year, it was 
not until WaMu began experiencing losses at the end of 2007 and into 2008 that 
OTS lowered WaMu's CAMELS composite rating to 3 in February 2008, and 
ultimately to 4 in September 2008. 

The following chart shows the CAMELS composite ratings and asset management 
and management component ratings assigned to WaMu by OTS from 2003 through 
2008. 


WaMu's OTS-Assigned CAMELS Ratings 


Year 

Composite 

Asset 

Quality 

Management 

2003 

2 

2 

2 

2004 

2 

2 

2 

2005 

2 

2 

2 

2006 

2 

2 

2 

2007 

2 

2 

2 

2008 

As of February 27 

3 

3 

2 

As of June 30 

3 

4 

3 

As of September 18 

4 

4 

3 


OTS Examiners Identified Concerns with WaMu's Asset Quality 

Asset quality is one of the most critical areas in determining the overall condition of 
a financial institution. The primary factor to consider in assessing an institution's 
overall asset quality is the quality of the loan portfolio and the credit administration 
program. 

OTS examiners repeatedly identified issues and weaknesses associated with 
WaMu's asset quality - especially with regard to issues identified in single family 
residential loan underwriting and oversight of third-party brokers. Nevertheless, 

OTS rated WaMu's asset quality as satisfactory (CAMELS component rating of 2) 
until February 2008, when it downgraded it to a 3 on an interim basis. The asset 
quality rating was further dropped to a 4 in June 2008. 
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CAMELS asset quality ratings definitions are shown in the table below. 


CAMELS Rating Definitions for Asset Quality 


1 

Strong asset quality and credit administration 
practices 


2 

Satisfactory asset quality and credit administration 
practices 


3 

Less than satisfactory asset quality and credit 
administration practices 


4 

Deficient asset quality or credit administration 
practices 


5 

Critically deficient asset quality or credit 
administration practices 



OTS identified a number of significant concerns with WaMu's single family 
residential underwriting practices from 2003 to 2008. Those concerns included 
questions about the reasonableness of stated incomes contained in loan 
documents, numerous underwriting exceptions, miscalculations of loan-to-value 
ratios, and missing or inadequate documentation. Furthermore, the fact that so 
many of WaMu's single family residential loans were Option ARMs further 
underscored the risky nature of its loan portfolio, in the 2005 Report of 
Examination to WaMu, OTS wrote, "We believe the level of deficiencies, if left 
unchecked, could erode the credit quality of the portfolio. Our concerns are 
increased when the risk profile of the portfolio is considered, including 
concentrations in Option ARM loans to higher-risk borrowers, in low and limited 
documentation loans, and loans with subprime or higher-risk characteristics. We are 
concerned further that the current market environment is masking potentially higher 
credit risk." 

Examples of WaMu underwriting deficiencies identified by OTS from 2003 to 2007 
when asset quality was rated as a 2 are described below. 

• 2003 and 2004 - OTS reported that underwriting of single family residential 
loans, WaMu's core loan activity, was less than satisfactory. 

■ 2005 - OTS reported that although overall single family residential loan quality 
and performance trends were stable, the thrift's underwriting remained less than 
satisfactory. OTS noted that this concern had been expressed at several prior 
exams as well as internal reviews and that the examiners remained concerned 
with the number of underwriting exceptions and with issues that evidenced a lack 
of compliance with bank policy. 

■ 2006 to 2007 - OTS reported that single family residential loan and prime 
underwriting had improved to marginally satisfactory and generally satisfactory, 
respectively. Flowever, OTS reported concerns with subprime underwriting 
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practices by Long Beach Mortgage Company, a WaMu affiliate that merged with 
WaMu in March 2006. OTS also reported that subprime underwriting practices 
remained less than satisfactory and cited exceptions related to the miscalculation 
of debt-to-income ratios, reasonableness of stated incomes on loan documents, 
and borrower acknowledgement of payment shock. (It should be noted that 
WaMu discontinued subprime lending in the fourth quarter of 2007.) 

From 2005 through 2007, while OTS was issuing multiple repeat findings 
pertaining to single family residential loan underwriting, WaMu originated almost 
$618 billion in single family residential loans. 

As discussed earlier, in addition to originating retail loans with its own employees, 
WaMu began originating and purchasing wholesale loans through a network of 
brokers and correspondent banks. So much so that wholesale loan channels 
represented 48 to 70 percent of WaMu's single family residential loan production 
from 2003 to 2007. The financial incentive to use the wholesale channels was 
significant— internal WaMu documents dated April 2006 showed that it cost WaMu 
more than $5,000 to close a retail loan but only $1,800 to close a wholesale loan. 
It was simply far cheaper, and more profitable, for WaMu to purchase loans then to 
originate them with its own employees. 

From 2003 to 2007, OTS repeatedly identified weaknesses in WaMu's oversight of 
third-party originators. As discussed earlier, in 2007, there were only 14 WaMu 
employees overseeing more than 34,000 third-party brokers. It wasn't until April 
2008 that WaMu management announced that it would discontinue the wholesale 
channel. 

During our review, we asked OTS examiners why they did not lower WaMu's asset 
quality ratings earlier. Examiners responded that even though underwriting and risk 
management practices were less than satisfactory, WaMu was making money and 
loans were performing. Accordingly, the examiners thought it would have been 
difficult to lower WaMu's asset quality rating. 

This position was a surprise to us since OTS's own guidance states: "[if] an 
association has a high exposure to credit risk, it is not sufficient to demonstrate 
that the loans are profitable or that the association has not experienced significant 
losses in the near term." 

Given this guidance, the significance of single family residential lending to WaMu's 
business, and the fact that the OTS repeatedly brought the same issues related to 
asset quality to the attention of WaMu management and the issues remained 
uncorrected, we find it difficult to understand how OTS could assign WaMu a 
satisfactory asset quality 2-rating for so long. Assigning a satisfactory rating when 
conditions are not satisfactory sends a mixed and inappropriate supervisory 
message to the institution and its board. It is also contrary to the very purpose for 
which regulators use the CAMELS rating system. 
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OTS Examiners Identified Problems but Consistently Rated WaMu Management 
Satisfactory 

OTS's guidance states that one of the most important objectives of an examination 
is to evaluate the quality and effectiveness of a savings association's management, 
and that the success or failure of almost every facet of operations relates directly 
to management. 

The CAMELS management rating definitions are below. 


CAMELS Rating Definitions for Management 


1 

Strong performance by management and the Board of 
Directors and strong risk management practices 

2 

Satisfactory performance by management and the 

Board of Directors and satisfactory risk management 
practices 

3 

Improvement needed in management and Board of 
Directors performance or less than satisfactory risk 
management practices 

4 

Deficient management and Board of Directors 
performance or inadequate risk management practices 

5 

Critically deficient management and Board of 

Directors performance or risk management practices 


OTS identified problems regarding WaMu management in its examination 
documents from 2003 through 2008. The primary areas of concern were the lack 
of effective internal controls and an insufficient commitment on the part of WaMu's 
Board and management to take action to address OTS-identified weaknesses. 

Despite its concerns, OTS reported that WaMu's Board oversight and 
management's performance was satisfactory through 2007 and rated the CAMELS 
management component a 2 in those examinations. It was not until June 2008 
that OTS reported that WaMu's Board oversight and management's performance 
was less than satisfactory and downgraded the CAMELS management component 
to a 3. OTS faulted the WaMu Board and management for not adequately 
addressing prior examination findings, including single family mortgage loan 
underwriting weaknesses and an ineffective enterprise-wide risk management 
system. OTS now (in 2008 and after WaMu started incurring big losses) concluded 
that failure to address those weaknesses in a timely manner was exacerbating 
credit losses and exposing WaMu to heightened reputation risk. 

OTS examination reports repeatedly directed that WaMu take corrective actions in 
response to examination findings. Nevertheless, WaMu management did not make 
lasting or complete improvements to its asset quality or risk management 
programs. Here again OTS's own guidance notes that governance is strong when 
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the Board addresses and corrects problems early. That guidance further states that 
where governance is weak or nonexistent, problems remain uncorrected, possibly 
resulting in the association's failure. 

In an effort to determine the extent to which WaMu addressed OTS findings, we 
attempted to review the 545 findings made by OTS and WaMu's responses to 
them from 2003 through 2007. The status of these findings were tracked in a 
WaMu system called Enterprise Risk Issue Control System lERICS) and not 
independently by OTS on an OTS system. Based on our review of ERICS reports 
and other documents, we were unable to determine whether a number of findings 
had been closed and resolved. As discussed later, after considerable effort, OTS 
was able to provide evidence that some of those findings had been closed. 

We also noted that a number of the findings reported by OTS were repeat findings, 
indicating the issue was identified during more than one examination cycle. For 
example, 18 percent of OTS's more significant findings (those specifically directed 
to WaMu's Board for corrective action) between 2003 and 2006 were categorized 
as repeat findings. However, WaMu discontinued indicating in ERICS whether a 
finding was a repeat finding in 2006. Thus, the number of repeat findings could 
have been much greater. 

Given WaMu's lack of progress in addressing OTS-identified weaknesses, we 
believe that a less than satisfactory management component rating should have 
been assigned to WaMu sooner. 

OTS Should Have Done More to Track WaMu’s Progress 

We found, to our surprise, that OTS largely relied on WaMu's ERICS system 
instead of its own to track corrective actions. As I mentioned earlier, we tried to 
track findings closed and resolved through the WaMu tracking system, but could 
not. 

OTS examiners told us that they had a process for reviewing WaMu's corrective 
actions. Specifically, we were told that during an examination, ERICS reports were 
divided up among the OTS examiners based upon each examiner's area of 
responsibility. Each examiner was responsible for determining whether ERICS 
properly reflected the status of findings for their assigned area. If satisfied, the 
examiner would then sign-off on the respective ERICS report. 

With that in mind, we reviewed 8 ERICS status reports for the years 2003 through 
2008, and found evidence of examiner sign-off on only 3 of the 8 reports. During 
our review, we asked OTS to provide evidence of the status of 39 significant 
findings that appeared to be open in the ERICS reports. 

OTS showed us that 1 6 findings were issued/newly identified during 2008 and 
remained unresolved as of WaMu's failure. For another 16 findings, OTS provided 
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evidence, although limited in some cases (such as handwritten notes on an ERICS 
report), that those findings were resolved. For the other 7 findings, however, OTS 
either did not provide evidence as to the findings' status or stated that the findings 
had been replaced by new findings pertaining to a repeat finding area. While OTS 
was ultimately able to provide some additional information about the status of 
certain findings, doing so required considerable time and effort on OTS's part. This 
further underscores the flawed decision by OTS to rely on the WaMu system for 
tracking the examiner findings. 

OTS Enforcement Actions Against WaMu Were Limited and Late 

OTS can take a variety of enforcement actions, both informal (which are non- 
public) and formal (which are public), to address, among other things, unsafe and 
unsound practices by a thrift. 

In general, OTS policy provides that formal enforcement action should be taken 
when any institution is in material noncompliance with prior commitments to take 
corrective actions and for CAMELS composite 3-rated institutions with weak 
management, where there is uncertainty to whether management and the board 
have the ability or willingness to take appropriate corrective measures. 

OTS never took formal enforcement action against WaMu to force it to correct its 
safety and soundness deficiencies. OTS did impose two informal enforcement 
actions against the thrift, but not until 2008. The informal enforcement actions —a 
Board Resolution and an MOU — lacked sufficient substance and were too late to 
make a difference. Moreover, though, there were other troubling aspects as to how 
OTS handled both actions. In the instance of the Board Resolution, the OTS West 
Region Director approved the Board Resolution despite concerns raised by other 
regional management officials. Furthermore, with regard to the MOU, an important 
provision that FDIC had proposed that would have required WaMu to raise $5 
billion in additional capital was replaced with a capital contingency plan, and 
another requiring that a consultant review of Board oversight was dropped at the 
request of WaMu. 

During our review, we were told that OTS had a general sense of the status of 
WaMu's progress in addressing weaknesses, but OTS examiners said that tracking 
WaMu's progress was difficult given its size and complexity. Further, OTS 
examiners told us that WaMu oftentimes replaced managers as its response to 
significant findings in their areas of responsibility. WaMu would then ask OTS for 
time to allow the newly hired manager to implement plans to address weaknesses. 
Given the size of WaMu, the magnitude of the weaknesses identified by OTS 
examiners year after year, coupled with the limited progress made by WaMu 
management in correcting those weaknesses, we believe that OTS should have 
elevated its supervisory response much sooner and much more forcefully. 
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OTS sought a Board Resolution as a result of the interim downgrade of WaMu to a 
CAMELS composite 3 rating in February 2008. WaMu drafted the Board Resolution 
and sent it to the OTS West Region Director on March 1 3, 2008. The Board 
Resolution endorsed undertaking "strategic initiatives" to improve asset quality, 
earnings, and liquidity and directed WaMu management to implement and report on 
those initiatives. The strategic initiatives tied the improvements to either !1) the 
sale of WaMu or (2) raising $3 billion to $4 billion in capital. Interestingly, the 
resolution only addressed short-term liquidity issues, not the systemic problems 
repeatedly noted by OTS. 

The OTS West Region Director sent the Board Resolution to two members of OTS's 
regional management for their comments. Both OTS regional management officials 
expressed concern about the fact that the Board Resolution did not require specific 
corrective actions. Further, those officials recognized WaMu's lack of follow- 
through on past promises and believed that OTS needed to review management's 
strategic plans to ensure they addressed the critical weaknesses linked to WaMu's 
composite downgrade. Despite the concerns of these officials, the OTS West 
Region Director approved WaMu's version of the Board Resolution anyway, which 
the Board passed on March 1 7, 2008. 

The second informal enforcement action taken by OTS against WaMu was an MOD 
as a consequence of its downgraded CAMELS composite 3 rating at the end of its 
examination on June 30, 2008. OTS drafted the MOU and provided a copy to FDIC 
for comment. FDIC proposed a number of changes to the MOU, including a 
provision that WaMu raise an additional $5 billion in capital. OTS did not want to 
include the $5 billion capital increase requirement because OTS believed that 
WaMu's capital was sufficient following a $2 billion contribution from WaMu's 
holding company in July 2008. Further, OTS thought that FDlC's model used to 
determine the $5 billion amount was flawed. FDIC and OTS eventually 
compromised and included a capital contingency plan requirement in the MOU 
rather than a specific amount. OTS sent WaMu management the proposed MOU on 
August 1 , 2008, that would require WaMu to 

• correct all findings noted in OTS's June 30, 2008, examination; 

• submit a contingency capital plan and maintain certain capital ratios; 

• submit a 3-year Business Plan to OTS; 

• engage a consultant to review WaMu's risk management structure, 
underwriting, management, and board oversight; and 

• certify compliance with the MOU quarterly. 

On August 4, 2008, WaMu asked that the requirement for the consultant review of 
Board oversight be removed from the proposed MOU. OTS accepted WaMu’s 
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change notwithstanding the OTS examiners' findings over many years that the 
Board's performance was weak. By August 25, 2008, WaMu's attorney and OTS 
had informally reached agreement on the terms of the MOD and were waiting for 
final execution of the MOD. However, it was not until September 7, 2008, that 
OTS signed the MOU. A week later, WaMu was placed into receivership. The MOU 
was therefore obviously ineffective. 

While we recognize it is speculative to conclude that earlier and more forceful 
enforcement action would have prevented WaMu's failure, we believe that more 
forceful action in 2006 and 2007 may have compelled WaMu's Board and 
management to take more aggressive steps to correct deficiencies and stem the 
losses that eventually occurred because of its risky loan products and weak 
controls. 

Prompt Corrective Action Was Not a Factor With WaMu 

The Prompt Corrective Action (PCA) provisions of the Federal Deposit Insurance 
Act provides OTS with supervisory remedies aimed to minimize losses to the 
Deposit Insurance Fund. PCA requires that certain operating restrictions take effect 
when a thrift's capital levels fall below well-capitalized. In the case of WaMu, OTS 
did not take, and was not required to take, PCA action because WaMu remained 
well-capitalized through September 25, 2008, when it was placed in receivership. 
That said, it was only a matter of time before losses associated with WaMu's high- 
risk lending practices would have depleted its capital below regulatory 
requirements. 

TREASURY OIG RECOMMENDATIONS 

We have made a number of recommendations to OTS as a result of completed 
material loss reviews of failed thrifts during the current economic crisis. These 
recommendations have pertained to the need for OTS to take more timely formal 
enforcement action when circumstances warrant, ensure that high CAMELS ratings 
are properly supported, remind examiners of the risks associated with rapid growth 
and high-risk concentrations, ensure thrifts have sound internal risk management 
systems, ensure repeat conditions are reviewed and corrected, and require thrifts 
to hold adequate capital. OTS has taken or plans to take action in response to each 
of these recommendations. As a result of this review, we made one new 
recommendation to OTS. Specifically, OTS should ensure that an internal OTS 
system is used to formally track the status of examiner recommendations and 
related thrift corrective actions. The Acting Director of OTS concurred. 

FINAL REMARKS AND OBSERVATIONS 

Among other things, in my invitation to testify before you this morning, the 
Subcommittee requested that I address our Office's findings regarding OTS's 
implementation of the Interagency Guidance on Nontraditiona! Mortgage Product 
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Risks (NTM Guidance) at WaMu as well as its level of cooperation with other 
federal financial regulators towards WaMu, including but not limited to FDIC. 

Implementation of NTM Guidance . In short, this guidance, issued in October 

2006 by the federal financial institution regulatory agencies, sets forth 
supervisory expectations for institutions that originate or service 
nontraditional mortgage loans, including: 

• Portfolio and Risk Management practices. Financial institutions should 
have strong risk management practices, capital levels commensurate with 
risk, adequate allowances for loan losses, and strong systems and 
controls for establishing and maintaining relationships with third parties. 

• Loan Team and Underwriting Standards. Institutions should establish 
prudent lending policies and underwriting standards for nontraditional 
mortgage products that include consideration of a borrower's repayment 
capacity. 

• Risk Layering. Financial institutions that layer multiple product types may 
increase the potential risks of alternative mortgage products. Institutions 
should perform adequate underwriting analysis when layering products, 
including alternative mortgage loans, reduced or no documentation loans, 
loans without customer verification, or a combination of any of these 
mortgages with simultaneous second mortgages. 

• Consumer Protection. Institutions should implement programs and 
practices designed to ensure that consumers receive clear and balanced 
information to help them make informed decisions while shopping for and 
selecting alternative mortgage loans. 

Our work did not specifically evaluate OTS's assessment of WaMu's 
implementation of, or compliance with the NTM Guidance. Nonetheless, 
based on your request, I had my staff review the documents we had 
collected in the conduct of our work. To that end, we did find that in the 

2007 report of examination on WaMu, OTS noted that while WaMu was not 
in complete adherence with the NTM Guidance, satisfactory progress had 
been made to address identified risks. OTS also drafted a finding during the 
2007 examination cycle that identified the steps WaMu planned to take to 
comply with the guidance and also included that WaMu should review third- 
party originators because they were a key source of WaMu's nontraditional 
loans. OTS classified this finding as an "observation" which meant that it 
was a weakness that was not a regulatory concern, but could improve the 
bank's operating effectiveness if addressed. 

OTS Cooperation with Other Federal Financial Regulators . Our work did not 
expressly evaluate OTS's cooperation with other federal financial regulators. 
However, we are able to comment on OTS's relationship with FDIC as the 
deposit insurer. In this regard, FDIC, as the deposit insurer, has a number of 
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procedural and regulatory tools available to take action when an institution's 
risk increases, to include requesting that the primary regulator (OTS in the 
case of WaMu) grant FDIC back-up examination authority. FDIC invoked its 
back-up examination authority each year from 2005 to 2008. Those 
requests, however, often met with resistance from OTS. 

A discussion of OTS's interaction with FDIC on these requests follows. OTS 
granted FDIC's 2005 back-up examination request but denied FDIC the 
ability to review the subprime operations of WaMu's affiliate, Long Beach 
Mortgage Company (LBMC), because LBMC was a subsidiary of WaMu's 
parent corporation and not part of WaMu. In 2006, FDIC again requested 
back-up examination authority, and OTS initially denied the FDIC request. 
After the matter was elevated to OTS and FDIC headquarters, OTS 
eventually granted FDIC back-up examination authority. 

OTS granted FDIC's 2007 back-up examination request but did not allow 
FDIC examiners access to WaMu residential loan files. OTS considered loan 
file review to be an examination activity rather than an insurance risk 
assessment activity. FDIC wanted to review the files because of 
underwriting concerns and because FDIC had concerns that OTS had not 
adequately reviewed the loan files during its examination to fully understand 
the embedded risk. 

In granting FDIC's 2008 back-up examination request, OTS was concerned 
about the number of examiners (nine) that FDIC was planning to use. OTS 
indicated that it was a heavy staffing request given OTS's on-site presence 
and reiterating that FDIC was not to actively participate in the examination. 

As one final matter, as I noted above, we were troubled by the handling of the 
informal enforcement actions that OTS finally did impose in 2008 including the 
decision by the then OTS West Region Director to approve the use of a Board 
Resolution that did not require WaMu to correct its deficiencies. This is not the only 
decision by that OTS official that we have found of serious concern. As our office 
previously reported,® the same OTS official approved IndyMac Bank, FSB, to 
backdate a capital contribution made in May 2008 to the quarter ending March 31, 
2008. The impact of recording the capital contribution in this manner was that 
IndyMac was able to maintain its well-capitalized status for the quarter, and avoid 
the requirement in law to obtain a waiver from FDIC to accept brokered deposits.® 
Having said that, I do want to note that shortly after our Office first reported this 
matter to the Treasury Secretary, OTS placed the official on administrative leave 
pending an internal review. The official has since retired from federal service. 


® Treasury OIG, Safety and Soundness: OTS Involvement With Backdated Capital Contributions by 
Thrifts IOIG-09-037; issued May 21, 2009). 

® On July 11, 2008, OTS closed IndyMac and appointed FDIC as conservator. As of December 31, 
2008, the estimated loss to the Deposit Insurance Fund for IndyMac was $10.7 billion. 
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That concludes my prepared statement. I will be happy to answer any questions 
you may have. Thank you. 
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STATEMENT OF JON T. RYMER, INSPECTOR GENERAL 
Federal Deposit Insurance Corporation 
on 

The Role of Regulators in Exercising Their Supervision of Washington Mutual Bank 

from 2004-2008 

Permanent Subcommittee on Investigations 
Committee on Homeland Security and Governmental Affairs 
United States Senate 

April 16, 2010 


Mr. Chairman, Ranking Member Cobum, and Members of the Subcommittee: 

Thank you for providing me the opportunity to participate in this very important hearing. My 
name is Jon T. Rymer, and I am the Inspector General (IG) for the Federal Deposit Insurance 
Corporation (FDIC). As noted in your invitation letter, the purpose of today’s hearing is to focus 
on the role of regulators in exercising their supervision of Washington Mutual Bank (WaMu). 
Specifically, you asked about the findings regarding the joint report entitled. Evaluation of 
Federal Regulatory Oversight of Washington Mutual Bank (Report No. EVAL-10-002), which 
we completed with our colleagues at the Department of the Treasury Office of Inspector General 
(OIG) and are releasing today. We appreciate your interest in our evaluation and hope that it 
contributes to the work of your Subcommittee. 

The WaMu evaluation is the first report to comprehensively analyze the supervisory efforts of 
the Office of Thrift Supervision (OTS) and the FDIC with respect to a single failure. The two 
federal regulators had concurrent oversight responsibility for an institution that failed during the 
current financial crisis. OTS was the primary federal regulator (PFR) and was responsible for 
conducting safety and soundness examinations while FDIC was the back-up supervisor and was 
responsible for monitoring WaMu to assess risks to the Deposit Insurance Fund (DIF). WaMu 
was, in fact, the largest bank failure in United States history, but the sale of WaMu to IP Morgan 
Chase & Co. avoided a loss to the DIF. 

Section 38(k) of the Federal Deposit Insurance Act requires the cognizant IG to conduct a 
material loss review (MLR) of the causes of the failure and PFR supervision when the losses to 
the DIF exceed $25 million or 2 percent of an institution’s total assets at the time the FDIC was 
appointed receiver. Because the FDIC facilitated a sale of WaMu to JPMorgan Chase & Co. 
without incurring a material loss to the DIF, an MLR was not statutorily required. However, 
given WaMu’s size, the circumstances leading up to WaMu’s sale, and non-DIF losses, such as 
the loss of shareholder value, the IGs of the Department of the Treasury and FDIC believed that 
an evaluation of OTS and FDIC actions could provide important information and observations 
going forward. 

Our objectives were to (1) identify the causes of WaMu’s failure; (2) evaluate OTS’s supervision 
of WaMu, including implementation of the Prompt Corrective Action provisions of Section 
38(k), if required; (3) evaluate FDIC’s monitoring of WaMu in its role as deposit insurer, 
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including the manner and extent to which FDIC and OTS coordinated oversight of the 
institution; and (4) assess FDIC’s resolution process for WaMu to determine whether that 
process complied with applicable laws, regulations, policies, and procedures. The WaMu 
evaluation covers the first three objectives. We deferred work on objective four to a later date 
pending resolution of ongoing litigation. 

The statement of the Treasury IG to the Subcommittee focuses on the first two objectives - 
causes of WaMu’s failure and the OTS’s supervision of the institution because of its 
responsibility as the IG over the PFR. As detailed in the Treasury IG’s statement, we found that 
WaMu failed because its management pursued a high-risk lending strategy that included liberal 
underwriting standards and inadequate risk controls. OTS examiners spent a significant amount 
of time examining WaMu and identified numerous concerns with WaMu’s high-risk lending 
strategy, including management weaknesses, single family loan underwriting, and inadequate 
risk controls. Although OTS supervision identified problems at WaMu, OTS did not adequately 
ensure that WaMu corrected those problems early enough to prevent a failure of the institution. 

In particular, OTS did not invoke its formal enforcement powers to compel WaMu to make 
changes. Further, OTS assigned satisfactory safety and soundness ratings until WaMu began 
encountering significant financial losses in 2008. 

My written statement focuses on the FDIC’s oversight and monitoring of WaMu and also 
addresses the questions you posed in your invitation letter. 

The FDIC OIG 

By way of background, the FDIC OIG is an independent and objective unit established under the 
Inspector General Act of 1978, as amended. Our mission is to promote the economy, efficiency, 
and effectiveness of FDIC programs and operations, and protect against fraud, waste and abuse. 
This year, the FDIC OIG is operating under a budget of $37.9 million, with an authorized 
staffing level of 138. 

To carry out our mission, my office conducts audits, evaluations, and investigations; reviews 
existing and proposed legislation and regulations; and keeps the FDIC Chairman and the 
Congress currently and folly informed of problems and deficiencies relating to FDIC programs 
and operations. The FDIC OIG also has statutory responsibility to perform MLRs of failed 
FDIC-supervised institutions under the provisions of the Federal Deposit Insurance Act. 

To date, my office has issued 58 MLRs of FDIC-supervised institutions and has an additional 34 
reviews underway. In total, 163 federally regulated institutions, with assets at closing totaling 
$556 billion, have failed during this economic crisis. As of December 31, 2009, 702 institutions 
were on the “Problem List,” indicating a probability of more failures to come and an increased 
asset disposition workload. 

Our work on institution failures, including our work on the circumstances surrounding the failure 
of WaMu, is yielding important insights on regulatory supervision of the nation’s financial 
institutions. We appreciate the Congressional support of our efforts. 
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Summary of FDIC OIG Findings 

Overall, we determined that the FDIC monitored WaMu and, similar to OTS, identified the 
problems that ultimately caused WaMu’s failure. The risks noted through FDIC monitoring 
were not, however, reflected in WaMu’s deposit insurance premiums. As a result, WaMu paid 
deposit insurance premiums that were not commensurate with its inherent risk. This discrepancy 
occurred because the deposit insurance regulations relied on OTS safety and soundness ratings 
and regulatory capital levels to gauge risk and assess related deposit insurance premiums. 
Although FDIC monitoring began to show risks at WaMu earlier than OTS safety and soundness 
ratings, the FDIC did not challenge OTS’s ratings until 2008. The FDIC did invoke back-up 
examination authority based on increasing FDIC internal risk monitoring in order to obtain 
additional information about WaMu. OTS resisted FDIC back-up examination requests because 
the OTS believed the FDIC did not meet the terms of an Interagency Agreement' governing such 
requests. Specifically, the interagency agreement required FDIC to prove to OTS that WaMu 
exhibited one of the following: (1) a heightened level of risk (meaning WaMu was a CAMELS^ 
3, 4, or 5 and was undercapitalized), (2) material deteriorating conditions at WaMu, or (3) other 
adverse developments that could result in WaMu becoming troubled in the near term. Finally, 
although the FDIC could have taken enforcement action against WaMu, the FDIC chose not to 
do so because of the cumbersome procedures required to independently invoke that authority. 

The remainder of my statement provides details on these matters. 

FDIC’s Oversight Role for WaMu 

In its capacity as deposit insurer, the FDIC is responsible for regularly monitoring and assessing 
the potential risks that all insured institutions present to the DIF, including those for which it is 
not the PFR. FDIC was the deposit insurer for WaMu from 2003 to 2008 and was responsible 
for monitoring WaMu for purposes of assessing WaMu’s risk to the DIF. WaMu was, in fact, 
one of the eight largest institutions insured by FDIC. 

FDIC has a number of tools it used to monitor risk at WaMu. First, FDIC tracks macro-economic 
developments in the banking industry to assess broad risks and has special institution-specific 
programs to monitor large institutions such as WaMu. From a macro-economic perspective, the 
FDIC relies on two of its primary business divisions, the Division of Supervision and Consumer 
Protection (DSC) and Division of Insurance and Research (DIR) to synthesize information from 
Large Insured Depository Institution (LIDI) reports, aggregate data on large banks to identify 
trends and emerging risks, summarize national economic conditions and banking industry trends, 
and communicate this information to FDIC senior management, the FDIC Board of Directors, 
other regulators, and FDIC staff. The FDIC also has regional and national risk committees that 


' Coordination of Expanded Supervisory Information Sharing and Special Examinations (January 29, 2002). 

■ The Uniform Financial Institution Rating System that has been developed jointly by the federal banking regulators 
to assign each financial institution a composite rating. The composite rating is based on the results of the on-site 
examination that evaluates and rates six essential components of an institution's financial condition and operations. 
The component factors address the adequacy of Capital, the quality of Assets, the capability of Management, the 
quality and level of Earnings, the adequacy of Liquidity, and the Sensitivity to market risk — collectively known as 
the CAMELS ratings. Evaluations of the components take into consideration the institution's size and 
sophistication, the nature and complexity of its activities, and its risk profile. The composite ratings range on a scale 
from I (best) to 5 (worst). 
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review and evaluate regional economic and banking trends and risks to determine whether any 
actions need to be taken in response to those trends and risks and identify and evaluate the most 
significant regional risks facing the FDIC and the banking industry as a whole. 

Second, at the institution level, for large institutions like WaMu, whose PFR is another agency, 
the FDIC first relies on the examinations conducted by OTS to determine the bank’s overall 
condition and the risks. The FDIC also conducts its own analysis and monitoring. In 2002, FDIC 
developed the Dedicated Examiner Program for the eight largest insured institutions to assign 
one FDIC examiner fiill-time to an institution to devote the examiner’s full attention to assessing 
the on-going risk posed by the institution to the DIF. 

One of the more significant tasks of the Dedicated Examiner was to prepare quarterly executive 
summaries that assigned a level of risk to WaMu using the LIDI scale from A to E. WaMu was 
part of the LIDI program and had a dedicated examiner assigned for the entire period covered by 
this evaluation from 2003-2008. The LIDI program was developed in 1984 to quantify the level 
and direction of a company’s risk to the DIF. The LIDI program focuses on issues that are 
broader in nature than those covered by typical safety and soundness examinations. Specifically, 
the LIDI program looks at an institution’s business profile and considers factors such as product 
mix, strategic focus across markets, overall management expertise, and franchise value. FDIC 
also has a number of offsite monitoring systems that generate financial ratios based on Call 
Report data. Dedicated examiners must perform an offsite review of situations where a bank’s 
financial ratios fall outside of FDIC-determined tolerances. 

FDIC has a number of procedural and regulatory tools at its disposal to address any identified 
increasing risk at a depository institution even where the FDIC is not the primary regulator. 

• Back-up Examination Authority: Section 10(b)(3) ofthe Federal Deposit 
Insurance Act provides FDIC special examination authority (also known as 
back-up authority) to make any special examination of any insured depository 
institution whenever the FDIC Board of Directors determines a special 
examination is necessary to determine the condition of the institution for 
insurance purposes. In January 2002, the FDIC’s Board of Directors approved an 
interagency agreement, “Coordination of Expanded Supervisory Information 
Sharing and Special Examinations ” (Interagency Agreement) that established a 
set of principles related to use of special examination authority. 

• Challenge Ratings; The FDIC can challenge the PFR’ s CAMELS composite 
rating if it disagrees with the PFR’s conclusions. 

■ Back-up Enforcement Action; The FDIC is also authorized under Section 8(t) of 
the Federal Deposit Insurance Act to engage in back-up enforcement action.^ In this 
capacity, FDIC generally has the same powers with respect to any insured depository 
institution and their affiliate as the primary federal banking agency has with respect 
to the institution and its affiliates. 


’ I2U.S.C. §18t8(t). 
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Concern Noted in FDIC Monitoring Reports Did Not Influence WaMu’s 
Deposit Insurance Premium Payments 

Our evaluation found that the FDIC followed its internal policies and completed its required 
monitoring. For example, the FDIC assigned a dedicated examiner to monitor WaMu and 
completed quarterly LIDI reports that assessed the risk that WaMu posed to the DIF. Each 
quarterly LIDI report included a risk rating for WaMu. The LIDI system was, in fact, developed 
by the FDIC in order to provide measures beyond the PFR’s safety and soundness CAMELS 
ratings to better understand an institution’s risk to the DIF. LIDI reports consider future risks at 
an institution, where CAMELS ratings, in practice, are more point-in-time measures of 
performance.'' LIDI reports are internal FDIC ratings and are not provided to an institution. The 
LIDI ratings are on a scale from A to E as described in Table 1 below and the CAMELS 
composite rating is on a scale from 1 to 5 as defined in Table 2 below. 


Table 1; FDIC LIDI Ratings 
Description 

A 

Low risk of concern regarding 
ultimate risk to the insurance 
funds. 

B 

Ordinary level of concern 
regarding ultimate risk to the 
insurance funds. 

C 

More than an ordinary level of 
concern regarding ultimate risk 
to the insurance funds. 

D 

High level of concern regarding 
the ultimate risk to the 
insurance funds. 

E 

Serious concerns 
regarding ultimate risk to 
the insurance funds. 


Table 2: CAMELS Composite Rating 
Description 

1 

Sound in every respect 

2 

Fundamentally sound 

3 

Exhibits some degree of supervisory concern in 
one or more of the component areas (r.e., capital 
adequacy, asset quality, management, earnings, 
liquidity, sensitivity to market risk) 

4 

Generally exhibits unsafe and unsound practices 
or conditions 

5 

Exhibits extremely unsafe and unsound practices 
or conditions; exhibits a critically deficient 
performance: often contains inadequate risk 
management practices relative to the institution’s 
size, complexity, and risk profile; and Is of the 
greatest supervisory concern 


^ The CAMELS rating criteria, as written, allow for examiners to take into account fiiture risks. In practice, 
however, examiners view CAMELS as point-in-time measurements. 
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We compared WaMu’s CAMELS composite rating, LIDI rating, deposit insurance risk categorj 
deposit insurance premium assessment, and premium payments from 2003 to 2008 to determine 
their interrelationship. As shown in the Table 3, FDIC LIDI monitoring showed more concern 
with risk at WaMu sooner than OTS CAMELS ratings. The LIDI rating dropped in July 2004 


Table 3: WaMu Ratings and Insurance Assessments 


Insurance 
Assessment Period 

CAMELS 

Composite 

Rating 

FDIC LIDI 
Rating 

Insurance 

Risk Category 

FDIC Premium 

WaMu Payment 

January 2003 

2 

B 

lA 

$0 

$0 

July 2003 

2 

B 

lA 

$0 

$0 

January 2004 

2 

B 

lA 

$0 

$0 

July 2004 

2 

B/C 

lA 

$0 

$0 

January 2005 

2 

B/C 

lA 

$0 

$0 

July 2005 

2 

B/C 

lA 

$0 

$0 

January 2006 

2 

B/C 

lA 

$0 

$0 

July 2006 

2 

B/C 

lA 

$0 

$0 

March 2007 

2 

B/C 

R-I 

$33,416,173 

$0 

June 2007 

2 

C 

R-I 

$31,461,565 

$0 

September 2007 

2 

C 

R-I 

$30,966,418 

$0 

December 2007 

2 

C 

R-1 

$28,905,951 

$0 

March 2008 

3 

D 

R-II 

$39,178,352 

$9,113,681 

June 2008 

3 

E 

R-II 

$51,742,730 

$42,205,190 

TOTAL 




$251,671,191 

$51,318,871 


from B, meaning WaMu was an ordinary risk to the DIF to a B/C, meaning WaMu posed a 
somewhat more than ordinary risk to the fund. The FDIC maintained the B/C rating for WaMu 
until June 2007, when the FDIC again lowered its rating from a B/C to a C, meaning WaMu 
posed more than an ordinary risk to the DIF. WaMu maintained the C rating through 2007. 
During the period from 2003 to the end of 2007 when the FDIC LIDI ratings were showing 
increasing concern with WaMu, the OTS CAMELS ratings maintained a consistent 2 rating, 
meaning OTS believed that WaMu was fundamentally sound. 

Both the FDIC LIDI rating and the OTS CAMELS rating dropped during the first quarter of 
2008. The LIDI rating indicated a D, meaning the FDIC had a high level of concern about 
WaMu’s risk to the DIF. The OTS 3 rating indicated that there was some degree of supervisory 
concern. This period coincides with WaMu posting back-to-back $I billion losses in the 4Q 
2007 and IQ 2008. In June 2008, the FDIC LIDI rating fell to its lowest level of E, meaning 
there were serious concerns about the risk WaMu posed to the DIF. The OTS completed its 
examination at this point and decided to maintain a CAMELS rating of 3 despite a $3.2 billion 
2Q 2008 loss suffered by WaMu. 

Despite the increasing risks shown in the FDIC’s LIDI reports, WaMu remained in the highest- 
rated (lowest-risk) deposit insurance risk category (I A/R-I) from January 2003 until December 
2007 and in the second highest-rated deposit insurance category (R-II) from March to June 
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2008/ This disconnect occurred because WaMu’s deposit insurance risk category assignment, 
by regulation,* was based on WaMu’s consistent CAMELS composite 2 rating and WaMu’s 
regulatory capital level. Table 3 illustrates the insurance assessments by period. 

Further, as a result of WaMu’s placement in the lA insurance risk category from January 2003 to 
July 2006, the FDIC did not charge WaMu any deposit insurance premiums for that period. In 
fact, FDIC did not charge deposit insurance premiums for any institution in the lA insurance risk 
category during this period because the amount of money in the deposit insurance funds (there 
were two funds at the time) exceeded a statutory ratio requirement to hold $1 .25 for every $100 
in insured deposits at financial institutions.’ When that requirement was met, FDIC could not, 
by statute, set premiums that would increase the statutory ratio except when an institution 
“exhibited financial, operational, or compliance weakness or is not well-capitalized.”* The FDIC 
Board, by regulation, interpreted the statute to mean that FDIC could not charge premiums for 
any institutions in the 1 A risk category. Therefore, despite WaMu’s size and pursuit of a high- 
risk lending strategy during this period, FDIC could not charge WaMu any deposit insurance 
premiums because WaMu’s CAMELS composite 2 rating and capital level placed it in the lA 
risk category. 

From March 2007 to June 2008, FDIC assessed WaMu $215 million in insurance premiums 
based upon WaMu’s insurance risk category. WaMu paid $51 million, or 24 percent, of those 
premiums. WaMu payments were less than FDIC premium charges because of a one-time credit 
that Congress included in the Federal Deposit Insurance Reform Act of 2005 (Reform Act). 
According to the Congressional Record, the credit was meant to reward the institutions that 
capitalized the deposit insurance funds in the mid-1990s. The Reform Act did include a limit on, 
but not an elimination of, the credit when an institution exhibited certain financial, operational, 
or compliance weakness. On May 25, 2007, WaMu received a $164.4 million credit to be used 
to offset premiums beginning in 2007 according to the terms of the Reform Act. WaMu used the 
credit to offset the full balance of the insurance assessment between March 2007 and December 

2007. FDIC limited WaMu’s use of its credit in March 2007 because of WaMu’s composite 3 
CAMELS rating, but WaMu was able to use the $9.1 million of its remaining credit in June 

2008. In effect, WaMu was able to use the entire $164.4 million credit to offset premiums. 


FDIC LIDI Monitoring Reports Prompted FDIC Back-up Examination 
Requests from 2005 to 2008 But Those Requests Met Resistance from OTS 

Prior to 2005, FDIC was the primary regulator for a smaller financial institution held by WaMu’s 
parent company. Examiners told us FDIC and OTS had a very good working relationship during 
this period and the OTS routinely used FDIC examiners to assist OTS examiners with their 
examination. In 2005, the FDIC-supervised institution was merged into WaMu, and FDIC no 


’ FDIC Deposit Insurance Regulations changed the deposit insurance risk assessment categories in 2007. Prior to 
2007, 1 A was the high-rated/lowest risk category and after 2007 the category was changed to R-1. R-II was the 
second high-rated/lowest risk category in 2007. 

® 12 C.F.R. 327. 

’ The ratio is known as the Designated Reserve Ratio. 

* 12 U.S.C. 1817(b)(2)(A)(v). 
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longer held a primary regulator role. Because FDIC was no longer a primary regulator, FDIC 
was required to invoke back-up examination authority to bring any examiners, other than the 
FDIC dedicated examiner, to WaMu, if additional monitoring was warranted. 

Back-up examination authority is a key tool that FDIC can use when risk is increasing in an 
institution like WaMu. As previously discussed, the FDlC’s Board of Directors approved an 
Interagency Agreement that established a set of principles related to the use of back-up 
examination authority for those institutions that present “heightened risk” to the DIF and 
delegated its authority to DSC.® The term “heightened risk” is defined as an institution having a 
composite rating of 3, 4, or 5 and that is undercapitalized, as defined under Prompt Corrective 
Action rules. Further, FDIC may request permission from the PFR to participate in an 
examination for an institution that does not meet the heightened risk definition but exhibits 
material deteriorating conditions or other adverse developments that may result in the institution 
being troubled in the near-term. 

Procedurally, a dedicated examiner prepares a memorandum documenting the basis for a 
back-up examination request and submits the request to the FDIC Regional Director or Deputy 
Regional Director who may accept or reject the request. If the request is based on heightened 
risk, the Regional Director formally notifies the PFR counterpart by sending a letter stating FDIC 
would like to participate in the examination. If the request is not based on heightened risk, the 
process is more in the manner of a request where the FDIC Regional Director asks the PFR 
counterpart whether the PFR would object to FDIC’s participation. Implicit in both of these 
requests is the principle of effective and efficient supervision. In the event that FDIC and the 
PFR disagree as to the appropriateness of FDIC’s participation, the respective agency 
supervision representatives determine whether FDIC participation is appropriate. In the event 
the agency representatives cannot agree, the FDIC Chairman and the principal of the PFR will 
make the determination. 

FDIC invoked back-up examination authority in each year from 2005 to 2008 in order to obtain 
additional information about the risks in WaMu’s portfolio. Generally, FDIC used back-up 
examination authority to bring examiners to WaMu to review specific areas of concern, such as 
single family lending and mortgage servicing rights. OTS granted FDIC’s 2005 back-up 
examination request but denied FDIC the ability to review the subprime operations of WaMu’s 
affiliate. Long Beach Mortgage Company, because it was a subsidiary of WaMu’s parent 
corporation and not part of WaMu. 

In 2006, FDIC’s request for back-up examination authority, was initially denied by OTS. It 
appears that 2006 was a turning point in the relationship between FDIC and OTS in terms of 
information sharing that carried through to 2008. The September 1, 2006, letter from the OTS 
Regional Director denying back-up authority indicates that OTS believed that FDIC had not 
shown the requisite regulatory need for back-up examination authority according to the terms of 
the Interagency Agreement. 

Internal OTS emails indicate that OTS interpreted the Interagency Agreement test for a material 
deteriorating condition or adverse development as requiring a composite 3 rating for WaMu. 

’ January 29, 2002 Interagency Agreement, “Coordination of Expanded Supervisory Information Sharing and 
Special Examinations. " 
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Such a requirement is not contained in the Interagency Agreement. In response to the denial of 
back-up examination authority, the FDIC Regional Director sent a letter to the OTS Regional 
Director expressing concern about the denial, 

[r]egarding your reasoning for rejecting our participation in these target 
reviews, you are correct that our request is not predicated on any current 
disagreement related to examination findings or concern regarding 
supervisory activities at Washington Mutual. Such criteria are not 
prerequisite for requesting - or for the OTS granting - FDIC staff 
participation in targeted examination activities... The 2002 [Information 
Sharing] Agreement clearly allows for FDIC staff participation in 
examination activities to evaluate risk of a particular banking activity to 
the DIF. Washington Mutual is a very large insured financial institution, 
and in our view participation on the upcoming targeted reviews is 
necessary to fulfill our responsibilities to protect the deposit insurance 
fund. 

The request was elevated to FDIC and OTS Washington officials, and about 2 months after the 
denial letter, OTS decided to grant FDIC back-up examination authority. The November 10, 
2006 letter Irom the OTS Regional Director rescinding the denial states, 

OTS does not seek to have FDIC staff actively participate in our 
examination activities and conclusions at Washington Mutual. We do 
understand your need for access to examination information and your need 
to meet with OTS staff to discuss our supervisory activities at Washington 
Mutual. To facilitate this information sharing and discussions, we have 
agreed to allow your Dedicated Examiner. . .to conduct his FDIC risk 
assessment activities on site at Washington Mutual when our examination 
team is on site. All FDIC requests for information should continue to be 
ftinneled through our examiner-in-charge. ..We will consider these limited 
requests to send additional FDIC staff to Washington Mutual on a case- 
by-case basis. 

The OTS granted the FDIC’s 2007 back-up examination request but did not allow FDIC 
examiners access to WaMu residential loan files. Emails indicate the OTS considered loan file 
review to be an examination activity rather than an insurance risk assessment activity. FDIC 
wanted to review the files because of underwriting concerns and because FDIC had concerns that 
OTS examiners had not adequately reviewed the loan files during the examination to fully 
understand the embedded risk. Underwriting was a significant issue because WaMu’s liberal 
underwriting standards were a significant contributing factor to WaMu’s failure. As discussed 
later, FDIC also wanted to review loan files to assess WaMu’s compliance with new 
nontraditional mortgage guidance. 

Finally, in granting the FDIC’s 2008 back-up examination request, OTS was concerned about 
FDIC’s request for nine examiners, indicating that it was a heavy staffing request given OTS’s 
on-site presence and reiterating that FDIC was not to actively participate in the examination. 
Once again, OTS did not allow FDIC examiners to review WaMu loan files. 
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The terms of the Interagency Agreement and the OTS interpretation of requisite risk necessary to 
invoke back-up examination authority served as roadblocks in FDIC’s ability to assess WaMu’s 
risk. In the end, the information obtained from invoking back-up examination authority did not 
prompt FDIC to challenge OTS’s composite rating of WaMu until mid-2008. 


FDIC LIDI Monitoring Reports Did Not Prompt the FDIC to Challenge OTS 
CAMELS Ratings of WaMu until 2008, and That Challenge Met with OTS 
Resistance 

FDIC did not challenge the OTS CAMELS composite rating for WaMu in any year except for 
the composite 3 rating assigned by OTS in July 2008. FDIC did not challenge those prior ratings 
despite LIDI ratings decreases because FDIC believed the CAMELS composite ratings were 
appropriate. FDIC’s rationale was that the risks in WaMu’s portfolio had not manifested 
themselves as losses and nonperforming loans, and therefore did not impact WaMu’s financial 
statements. Further, FDIC examiners explained that no one could have predicted the precipitous 
fall in home prices and the complete shut-down of the secondary market. In essence, FDIC 
considered WaMu’s potential risk in the LIDI rating but did not consider that future risk to be 
significant enough to be reflected in the CAMELS composite rating. 

FDIC has a protocol in place for interagency CAMELS rating disagreements. The protocol 
provides a hierarchy where differences are to be resolved beginning at the examiner level and 
then referred to the next more senior level of each respective agency.'” If the disagreement 
reaches the level of the FDIC Associate Director of the Division of Supervision and Consumer 
Protection (DSC) without a satisfactory resolution, the DSC Director, in consultation with the 
FDIC Chairman, will make the final decision concerning FDIC’s rating. 

A May 8, 2008 email provided the first indication that FDIC disagreed with the OTS’s plan to 
assign WaMu a composite 3 rating at the completion of the OTS examination in July 2008. The 
primary area of concern was that FDIC believed that WaMu needed an additional $5 billion in 
capital to weather potential portfolio losses. The FDIC capital projection was based upon a 
capital needs model that FDIC developed at the request of the FDIC Chairman in 2007 after the 
near collapse of Countrywide. The model was different from traditional FDIC analysis as it 
focused on forward-looking, long-term capital requirements similar to a private sector purchase 
analysis. 

FDIC regional officials followed the disagreement protocol and provided a written memorandum 
outlining FDIC’s support for a composite 4 rating for WaMu to the OTS Regional Director on 
August 11, 2008. Discussions were held at the regional level on August 28, 2008, but regional 
management for FDIC and OTS continued to disagree on the ratings. 

On September 8, 2008, the FDIC DSC Director sent an email to the OTS Chief Operating 
Officer communicating FDIC’s intention to rate WaMu a composite 4, including a copy of 


FDIC Case Managers Manual, Section 3.4 (VI). 


10 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00143 Fmt 6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


130 


FDIC’s rationale for the rating, and requesting a meeting to discuss the issue before September 
12, 2008. The OTS Chief Operating Officer responded, 

I believe the OTS and FDIC staff has met a number of times to discuss 
differing views and, until this email and the very recent communication 
from the FDIC Chairman, was under the impression that this item was still 
under active discussion between our regional staff. Our Regional Director 
has not received any written communication from his FDIC counterpart 
that a final rating difference exists between the regional offices. As a 
consequence, our regional staff has not been afforded the opportunity to 
counter any FDIC views in a written response. If my understanding is 
accurate, it seems that we should insist that regional protocol be followed 
before you and I attempt to reconcile differences. 

That same day, the FDIC Regional Director again sent the same information to OTS that was 
provided on August 1 1, 2008 justifying the ratings downgrade. 

On September 10, 2008, FDIC decided to speak directly to the newly installed WaMu CEO and 
notify him that FDIC intended to rate WaMu a composite 4. OTS and FDIC officials 
subsequently made presentations to the FDIC Board on September 16, 2008 to support their 
ratings conclusions although the presentations were not a requirement according to the protocol. 
As the dialogue between OTS and FDIC was ongoing, WaMu continued to have its borrowing 
capacity limited by the Federal Home Loan Bank; raised its certificate of deposit rates higher 
than competitors to gain depositors; and continued to experience significant deposit withiawals. 
FDIC and OTS were monitoring liquidity, but to put things in perspective, the financial market 
was in turmoil at that time. FDIC had just closed one of the largest institutions in its history, 
IndyMac, and OTS examiners told us FDIC expressed concern about the FDIC’s ability to 
handle a WaMu failure as WaMu’s assets were ten times larger than IndyMac’s. During this 
same period, the Federal Reserve released a statement that the downside risks to growth had 
increased appreciably; Fannie Mae and Freddie Mac were placed under government 
conservatorship; and there were rumors of problems with Merrill Lynch and Lehman Brothers. 

During this time, however, the OTS and FDIC had competing interests. As noted by former 
FDIC Chairman William Isaac, OTS as primary regulator wanted to rehabilitate WaMu and keep 
it in business while FDIC, on the other hand, as an insurer wanted to resolve the institution’s 
problems as soon as possible to maintain the value of WaMu in order to reduce the cost of any 
failure." In the end, both FDIC and OTS agreed to change WaMu’s composite rating to a 4 on 
September 18, 2008, only 7 days prior to WaMu’s failure. The ratings change had no impact on 
WaMu’s deposit insurance premium prior to failure. 


Statements from former FDIC Chairman William Isaac, The Wall Street Journal, Kvl^sI 19,2008 describing the 
roles of primary regulator and insurer. 
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The FDIC Elected Not to Invoke Its Enforcement Authority against WaMu in 
2008 Because of Procedural Hurdles 

Section 8(t) of the Federal Deposit Insurance Act allows FDIC to take enforcement action 
against an institution in the same manner as if FDIC were the primary regulator, provided certain 
procedural requirements are fulfilled.'^ In the case of an OTS-supervised institution, FDIC must 
request that OTS take action by providing a formal written recommendation to OTS and 
allowing OTS 60 days to take action. If such action is not taken, FDIC must petition the FDIC 
Board to take action. The FDIC Board membership includes the Director of the OTS. FDIC can 
take action without first requesting OTS action in certain exigent circumstances; however, the 
FDIC Board must agree to such action. Enforcement actions under this authority generally 
include formal actions that carry civil money penalties and are enforceable in federal court. 

FDIC guidance notes that FDIC should take action under that authority when there is an 
“immediate near-term risk to the fund or unsafe or unsound conditions or practices are noted 
without appropriate action by the PFR.”'* From a procedural perspective, DSC officials 
indicated that a number of cumbersome steps would be required to commence a Section 8(t) 
enforcement action. 

In July 2008, FDIC believed WaMu should be rated a composite 4 and that WaMu needed 
$5 billion in capital to withstand potential future losses. At that time, OTS had a Memorandum 
of Understanding (MOU) underway to address issues at WaMu but did not issue the MOU to 
WaMu until September 7, 2008. An MOU is an informal agreement that does not fall within 
FDIC’s formal enforcement action authority noted above. Given OTS’s reluctance to issue the 
MOU along with the significant risks at WaMu, FDIC could have taken enforcement action to 
remedy or prevent unsafe or unsound practices. FDIC Washington officials told us they briefly 
contemplated enforcement action, but given the procedural hurdles involved in invoking such 
action and the time required to implement an action, it was easier to use moral suasion to attempt 
to convince OTS to change its rating. According to OTS guidance, there is a strong presumption 
that institutions with 4 ratings warrant formal enforcement actions; therefore, convincing OTS to 
rate WaMu a 4 would have the same effect. 

Evaluation Recommendations and Observations 

We recommended that the FDIC Chairman, in consultation with the FDIC Board of Directors, 
take the following actions: 

1. Information Access - Revisit the Interagency Agreement governing information access and 
back-up examination authority for large insured depository institutions to ensure it provides 
FDIC with sufficient access to information necessary to assess risk to the DIF. 

2. Deposit Insurance - Revisit the FDIC Deposit Insurance Regulations to ensure those 
regulations provide FDIC with the flexibility needed to make its own independent 
determination of an institution’s risk to the DIF rather than relying too heavily on the primary 
regulator’s assignment of CAMELS ratings and capital levels. 


12U.S.C. §1818(t). 

FDIC Case Manager Manual, Enforcement Actions, page 8-2. 
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FDIC concurred with both of our recommendations. FDIC is actively working with other 
primary regulators to enhance information sharing including revising the Interagency Agreement 
to provide FDIC with greater access to information about risk at other large depository 
institutions (institutions with assets greater than $10 billion). . FDIC anticipates that agreements 
can be reached by December 3 1, 2010 and in the interim, FDIC is using all available authority to 
acquire timely access to information related to risks posed by financial institutions to the DIF. 
FDIC is also developing a new proposed deposit insurance pricing system for large banks that 
does not rely on external CAMELS and capital ratings. FDIC anticipates that this change will be 
implemented by December 3 1, 2010. 

We note that WaMu is our second review of FDIC’s monitoring and insurance assessment for 
large non-FDIC supervised institutions. As previously mentioned, we issued an evaluation 
report on FDIC’s monitoring of IndyMac on August 27, 2009."“' We found that a number of the 
issues we noted with FDIC’s monitoring and insurance assessments for IndyMac were also 
present at WaMu. 

First, the terms of the Interagency Agreement governing information sharing and back-up 
examinations require that FDIC prove a requisite level of risk at an institution - heightened risk, 
material deteriorating conditions, or adverse developments - in order for the primary regulator to 
grant FDIC access to the institution’s information. The level of risk is largely based on an 
institution’s CAMELS composite ratings and regulatory capital level. 

For large institutions such as WaMu, that by their sheer size pose a high risk to the DIF, we 
believe FDIC should not have to prove a particular level of risk to the primary regulator to obtain 
access to the institution’s information, as the institution’s risk of failure and the resulting 
potential impact on the DIF should be enough to allow FDIC access to information it needs to 
assess risk of loss. As shown in our WaMu report and our report on IndyMac, OTS’s consistent 
assignment of a CAMELS composite 2 ratings for those institutions until their near failure raises 
questions about the reliability of CAMELS ratings as predictors of risk to the DIF. 

The Interagency Agreement was intended to balance the needs of the FDIC against the 
regulatory burden on an institution of having two regulators duplicating examinations. One key 
principle of the Interagency Agreement is that FDIC must rely, to the fullest extent possible, on 
the work of the primary regulator. In practical terms, the Interagency Agreement appeared to 
drive a wedge between the OTS and FDIC, as attempts by FDIC to review information at WaMu 
were seen as an affront to the capabilities of OTS examiners. We believe FDIC must have 
sufficient and timely access to information at all large insured depository institutions (defined by 
FDIC as having assets of $10 billion or more) in order to properly assess risk and appropriately 
price deposit insurance. We also believe that it may not be in the best interest of FDIC to place 
too much reliance on the ability of the primary regulator to assess risk to the DIF. Ultimately, 
the DIF, which is backed by the full faith and credit of the United States, and thus the American 
taxpayer, is responsible for absorbing an institution’s failure, not the primary regulator. 


FDICOIG Report, The FDIC’s Role in the Monitoring of IndyMac Bank, EVAL-09-006, August 2009. 
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Second, at both IndyMac and WaMu, the CAMELS ratings and capital levels drove FDIC’s 
assessment of the institutions’ risk to the DIF and the institutions’ deposit insurance premium 
computation despite indications in the LIDI reports that the risk posed by those institutions was 
higher than that indicated by the CAMELS ratings. We believe there is currently too much 
reliance on the CAMELS rating for the purpose of assessing the risk that an institution poses to 
the DIF. At both WaMu and IndyMac, FDIC examiners generally agreed with their OTS 
counterparts that composite CAMELS 2 ratings were appropriate despite high levels of risky 
loan products and inadequate underwriting practices because those loans were performing and 
the institutions were profitable. Such an analysis may be insufficient for assessing risk for 
purposes of insuring deposits, as those loans may potentially cause future losses. FDIC must 
have significant flexibility to take into account more than CAMELS ratings and regulatory 
capital levels to adequately price an institution’s risk to the DIF. 

Response to Other Issues 

We note in your invitation letter that you inquired about the FDIC’s interpretation of the 
Interagency Guidance on Nontraditional Mortgage Product Risks (Guidance) issued by the 
federal financial institution regulatory agencies in October 2006. The Guidance specifies safety 
and soundness standards and practices to assist financial institutions with managing the risks 
associated with the growing use of nontraditional mortgages (NTM), or affordability products. 
Among such standards and practices are: 

• Qualifying borrowers’ repayment capacity at the fully indexed rate of interest; 

• Evaluating borrowers’ financial capacity to repay the debt until final maturity, including 
any balance increase that may accrue as a result of negative amortization; 

• Avoidance of sole dependency on collateral value or ability to refinance; 

• Strong quality control and risk mitigation in the area of risk layering, including high loan 
to value, low doc features, or stated income loans. 

Our evaluation report does not directly address WaMu's compliance with the Guidance. 
However, the report discusses in detail certain aspects of the NTM guidance (e.g., WaMu’s high- 
risk loan products such as Option ARM loans with negative amortization and payment shock 
potential and oversight of third party originators). Further, the source of confrontation between 
FDIC and OTS over FDIC's request to review WaMu loan files in 2007 and 2008 noted above 
centered on the FDIC's concern that WaMu was not following the NTM guidance. FDIC was 
attempting to gain access to WaMu loan files for the purpose of assessing WaMu's compliance 
with the NTM guidance. 

Regarding whether the Guidance was mandatory or enforceable, FDIC viewed the Guidance as a 
best practice, or expectation of controls that banks should have in place, rather than a rule or 
regulation. However, substantial non-compliance with the guidance would influence the FDIC's 
view of management and could impact the CAMELS ratings. Further, safety and soundness 
issues related to NTM lending could lead to enforcement actions. 

Thank you again for allowing me to testify today. 1 appreciate the Subcommittee’s interest in 
our work and look forward to continuing to effectively and efficiently conduct work on behalf of 
the Congress, the FDIC, and the American public. This concludes my testimony. I welcome the 
opportunity to answer any questions that you might have. 
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Good morning, Mr. Chairman, and Members of the Subcommittee, 
my name is John Reich. I retired in February 2009 after a 49 year career that 
included 25 years as a community bankers in Illinois and Florida - 12 years 
as CEO; followed by nearly 12 years in the U.S. Senate as a staff member 
with former Senator Connie Mack - the last three years as his chief of staff; 
and eight (8) years from January 15, 2001 to Februaiy 27, 2009 as a member 
of the Board of Directors of the FDIC that included five (5) years as an 
inside director serving as Vice Chairman. In 2005, the White House asked if 
I would move to the Office of Thrift Supervision to serve as its Director, and 
on August 5, 2005, 1 took the Oath as OTS Director and served in that 
capacity for three and one-half years until I retired on February 27, 2009. 

When asked by the White House to move to OTS, I agreed to do so - 
with some level of concern. The banking industry was at the peak of a six 
year boom, recording successively increasing earnings records, and a decline 
seemed likely. In addition, OTS staffing numbers had experienced a decline 
in recent years, with no new hiring at any level, and a diminishing priority 
had been given to the compliance function, partially evidenced by the 
elimination of senior level Compliance and Consumer Protection 
management positions in Washington, DC. 
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At the beginning of my tenure as OTS Director, the agency had 899 
employees, 4 Regional Offices, and no centralized Compliance and 
Consumer Protection function in the Washington, DC headquarters office. I 
spent a good portion of my first year becoming familiar with staff and 
structure throughout the agency, initiating a number of changes. I learned 
very early that OTS had operated its Regions with a high degree of 
decentralization and autonomy. This presented challenges with achieving 
consistency in carrying out our responsibilities, and we sought during the 
duration of my tenure to change the culture to more standardized procedures 
with greater direction and leadership from the headquarters office. 

Much of this effort was facilitated by regular meetings of senior 
regional staff with senior Washington, DC management, usually, but not 
always, including me. These Regional Management Group (RMG) meetings 
occurred approximately 6 times a year, rotating among Regional offices 
around the country and the Washington, DC office. The meetings generally 
lasted two to two and one-half days, and the Agenda almost always included 
briefings from each Region on the current status of high risk cases. Thus, 
Washington Mutual Bank (WaMu) was formally discussed several times a 
year by OTS management, and in fact, during the last year of its existence. 
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was discussed informally on virtually a daily basis by Washington, DC 
management. 

The Failure of Washington Mutual Bank 

There are three points I would like to make concerning the failure of 
WaMu on September 25, 2008: 

1 . Though Asset Quality was a growing and continuing concern at 
WaMu, this was a liquidity failure, not a capital failure, brought on 
because of a $16.4 billion run on deposits, during the 10-day period 
preceding September 25*, with zero cost to the Deposit Insurance 
Fund or to taxpayers . 

2. A majority of WaMu’s mortgages were in California and Florida - 
two of the states hit with the most severe price declines. 

3 . WaMu suffered with a lack of diversity in its asset portfolio because 
of restrictions imposed by the HOLA statute under which savings 
institutions operate . Though they attempted asset diversity, all of the 
categories were in real estate related loans. 

The liquidity failure at WaMu was induced by the decline in public 

confidence in large financial institutions, brought on by a series of prior 

significant events in 2008: 

a. the March failure of Bear Steams; 

b. the July failure of IndyMac, 

c. the early September government takeover of Fannie Mae and 
Freddie Mac; 

d. the mid-September collapse of Lehman and bailout of AIG; 

e. the September 2 weekend approval by the Fed for Goldman 
Sachs and Morgan Stanley to become bank holding companies. 

f On September 25th, WaMu was closed by OTS with zero cost 
to the Deposit Insurance Fund or to taxpayers. 

These events were followed by: 
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a. The September 29* acquisition of Wachovia announced by Citi 

b. The October 3^‘' acquisition of Wachovia announced by Wells 
Fargo 

c. The October 3"’^ announcement by the FDIC of an increase in 
deposit insurance to $250,000 per depositor - an event which 
might have prevented the closure of WaMu if it had occurred a 
couple of weeks earlier. 

d. The November 24* announcement of a government bailout of 
Citigroup (not the first, by the way) 

Had WaMu’s liquidity crises occurred 2 weeks later, there would have 
been no failure, as the FDIC’s October announcement of an increase in 
deposit insurance to $250,000 per depositor would likely have mitigated the 
run on deposits whieh took place. Whether there would have been a later 
capital failure is pure conjecture. Furthemore, though I do not personally 
support the “Too Big to Fail” public policy which presently exists, the 
informal definition of which in reality was acknowledged and expanded 
when regulators publicly mandated a capital stress test of the 19 largest 
institutions in the country in 2009 with over $100 Million in Total Assets - 
WaMu again would have been prevented from failure. Under an 
inconsistent and moving public policy, WaMu was in fact a systemically 
important institution and should have been treated as such. It is noteworthy 
that Secretary Hank Paulson in his recent book. On The Brink, states (on 
page 293) that. . . “I see that, in the middle of a panic, this was a mistake. 
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WaMu, the sixth-biggest bank in the country, was systemically important.” 

I agree with Secretary Paulson’s revised view. 

WaMu and OTS and Staffing 

During my tenure at OTS, I believe WaMu at its peak size represented 
approximately 23% of the Total Assets in institutions supervised by OTS, 
and its assessment revenue represented approximately 12 to 13% of OTS’s 
Total Assessment Revenue. 

As Director of the agency, I never ever felt beholden to ‘preserve’ 
WaMu or any other chartered entity under our supervision for the purpose of 
preserving OTS’s revenue stream or its standing as a separate regulatory 
agency. 

I’m folly aware there is a belief - long held by some - that a 
supervising agency dependent on those it supervises for significant 
components of its revenue stream, may tend to supervise or administer with 
a lighter touch in order to preserve the future of the supervising agency. I 
understand why that belief is held - for in Material Loss Reviews and case 
studies throughout all of the Federal Banking Agencies over the years, 
including OTS, OCC, FDIC, and the Fed, there are examples cited indicating 
that examination information was known and recommendations made by 
examiners calling attention to serious weaknesses which if not corrected 
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could jeopardize an institution’s safety and soundness. In a number of 
instances in recent years, including WaMu, these prophecies came true, 
though in WaMu’s case, I strongly maintain the immediate cause of OTS’s 
decision to close the institution and appoint the FDIC as receiver was not a 
depletion of capital, but a depletion of liquidity. 

Some opinions to the contrary, I firmly believe that size of an 
institution and its proportion of an agency’s revenue stream are irrelevant 
factors. It is also an insult to the integrity of nearly 5,000 bank examiners 
and professional regulators around the country to suggest their priorities and 
motivations would be anything other than to provide for the safety and 
soundness of our nation’s financial institutions. Anyone aware of the psyche 
of the typical career bank examiner or career regulator would understand this 
view. These are dedicated public servants committed to their mission, and 
are often described by bankers as overly-zealous. 

OTS, though a small agency, had sufficient resources dedicated to the 
examination of WaMu, including resident examiners and assigned 
specialists. In 2005, at the time I became Director of OTS, the agency was 
performing full-scope annual ‘point-in-time’ examinations. In 2007, OTS 
moved to a ‘continuous’ examination process, issuing ‘findings memoranda” 
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to bank management during the year, and including these as necessary in a 
final Report of Examination. 

With regard to Agency staffing, we restored a hiring and internal 
professional development program, and over the period 2005 to 2009, with 
approximately 45 to 50 retirements per year, OTS recruited well over 200 
new employees, and total staffing stood at approximately 1,030 employees 
at the time of my retirement, with an approved staffing level of 1 ,060. In 
addition, we almost immediately restored and staffed a centralized 
Compliance and Consumer Protection management function in Washington, 
DC, coordinating compliance and consumer protection through Regional 
Compliance and Consumer Protection managers and gave increased 
emphasis on compliance and consumer protection examinations. Many new 
hires were directed into the compliance examiner training program. 

OTS Supervision of WaMu 

I believe the record (Reports of Examination) and any external 
Inspector General reviews of OTS’s work will show that OTS examiners 
were diligent and rigorous in the conduct of their work and in identifying 
matters requiring attention. Many issues and weaknesses were brought to 
bank management’s attention during the examination process, not waiting 
for the production of a Report, but communicated through periodic 
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memorandums which contained findings classified as Criticisms, 
Recommendations, or Observations. 

Asset Quality was an underlying concern at WaMu monitored 
continuously by OTS examiners and highlighted in Reports of Examination. 
As worldwide liquidity markets crashed in August, 2007, considerable losses 
developed in WaMu’s loan portfolio because of stated income, low doc and 
no doc loans. For some time I had been concerned about these types of 
loans. As a former banker, these coneepts were anathema to me, having 
grown up in an era when loans were made, regardless of type, based upon 
the 5 C’s of Credit: Character, Collateral, Capacity, Capital, and Conditions. 
My greatest regret as a regulator is that I did not act to eliminate these types 
of loans. I was influenced by the argument that these types of loans had 
been successfully underwritten and administered by institutions on the West 
Coast of the United States for more than 20 years with minimal loss 
experience. As simplistic as it may seem, regardless of size of institution, if 
the 5 C’s of credit administration had been followed in the past, and if they 
are utilized as fundamental eomponents of lending policies in the future, any 
meltdown such as we have recently experienced will be far less traumatic. 

Long Beach Mortgage Company (LBMC) was a source of concern 
from the bottom to the top of OTS management because of its subprime 
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mortgage practices. My recollection is that OTS insisted that certain 
underwriting improvements take place before WaMu was permitted to 
integrate LBMC into the bank. In the second half of 2007, WaMu ceased 
making subprime loans, though - in my recollection - not before this 
component of their portfolio represented a little over 10% of their entire 
portfolio. 

Relationship with FDIC 

As previously mentioned, I spent five of my eight years as a regulator 
as an inside Director within the FDIC, serving as Vice Chairman for several 
years, and as Acting Chairman for several weeks during 2001 prior to 
Donald Powell taking the Oath as Chairman. During this period, the failure 
of Superior Bank FSB, Hinsdale, Illinois occurred. The institution was 
supervised by OTS, and it became necessary for me to make the then-OTS 
Director aware that OTS’s Regional Office in Chicago had declined FDIC’s 
request to participate in a joint examination. My call resulted in the reversal 
of OTS’s decision, but it was too late to preserve the institution. I cite this 
experience to indicate that I am well aware of the FDIC’s need for timely 
examination visits and information, and am generally predisposed to agree to 
such requests. 
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Part of the tension is attributable to the composition of the FDIC 
Board - currently five members, with three inside Director positions and two 
outside Director positions - the Comptroller of the Currency and the 
Director of the OTS. I believe a diverse board is an asset. There are 
occasional differences of opinion on policy issues which come before the 
FDIC Board resulting in a 3-2 split. The inside directors may think the 
outside directors are viewing issues from their own independent agency’s 
parochial point of view and not from the standpoint of what is in the best 
interests of the FDIC and its Deposit Insurance Fund. Conversely, the 
outside directors may believe the inside directors view issues from an overly 
narrow perspective and do not always appreciate the potential for unintended 
consequences and negative impacts on institutions the FDIC does not 
supervise and about which they may not have an informed perspective. 

Some Members of Congress seem to believe that disagreement among 
regulators is unseemly and an indication the process is broken and needs to 
be changed. I could not disagree more with that view. Like the U.S. 
Congress, differences of opinion are desirable, productive, and usually result 
in the best policy being adopted. 

In the exercise of its backup supervisory authority, the FDIC has the 
unfettered right to examine any 3, 4,or 5 rated institution. For institutions 
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rated 2 or higher, the FDIC must have the consent of the primary federal 
regulator in order to perform or participate in an examination of an 
institution that it does not directly supervise. These backup policies and 
practices exist for basically four reasons in my opinion: 

1 . The statutory authority of the primary supervisory gives that 
supervisor the responsibility for the oversight of the institution. 

2. The presence of another supervisory authority creates room for , 
confusion among the staff of the financial institution over what 
agency really is in charge. 

3. Past experience has highlighted situations that occur among 
financial institutions over the additional regulatory burden 
presented when an additional agency’s staff is on site making 
requests, sometimes duplicative. 

4. Finally, the presence of FDIC staff in an institution for which it is 
not the primary federal regulator heightens concern and alarm 
within an institution and a community if it becomes known that the 
FDIC is on site. 

Conclusion 

WaMu failed because of an acute run on deposits totaling $16.4 
Billion during the 10 days preceding September 25, 2008, resulting in 
backup liquidity lines at the Federal Home Loan Bank of Seattle, the Federal 
Home Loan Bank of San Francisco, and the Federal Reserve Bank of San 
Francisco being reduced or pulled. Its financial condition was exacerbated 
over the years by the fact it operated under an obsolete HOLA statute which 
essentially mandates two-thirds of a savings institution’s assets be invested 


12 


VerDate Nov 24 2008 13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00159 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


146 


in real estate related loans. Hence by definition, a savings institution’s 
portfolio is a concentration of assets in what has now proven to be a 
vulnerable component of our economy - the housing market. 

In my opinion, the current thrift charter is obsolete. Savings 
institutions need the flexibility for greater asset diversity, and Congress 
needs to provide for that capability in any reform legislation. In addition, 
the competitive landscape needs to be leveled from a regulatory point of 
view. We cannot continue to have an environment where highly regulated 
institutions compete against lesser or unregulated entities for the same or 
similar financial products. 
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ORAL STATEMENT OF DARREL DOCHOW BEFORE THE SENATE 
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS ON APRIL 16, 2010 


Thank you, Mr. Chairman, Ranking Member Cobum, and distinguished Subcommittee 
members. I have a short oral statement to read into the record that I believe will aid the 
Subcommittee’s inquiry. 

By way of background, I retired from the Office of Thrift Supervision (OTS) in March, 
2009 after a 36 plus year career as a bank examiner and regulator. I began my career as 
an Assistant National Bank Examiner with the Office of the Comptroller of the Currency 
(OCC) in 1972. I examined national banks and rose to the position of Assistant Chief 
National Bank Examiner in Washington, DC during my 13 year OCC service. In 1985, 1 
became a senior regulator with the Federal Home Loan Bank of Seattle and subsequently 
with the Office of Regulatory Activities. I became an OTS employee with its creation in 
1989 and served in various regional examination and supervisory capacities, working out 
of the Seattle, Washington office and reporting to various regional line managers and 
ultimately to the Regional Director. I was promoted to Regional Director, West Region 
in September 2007 and thereafter reported directly to OTS career bank supervision 
executives in Washington, DC. 

Over the course of my 36 years of public service I saw some of the nation’s more notable 
financial and economic crisis and worked very closely with sister regulatory agencies 
such as the Federal Reserve, FDIC, OCC and state regulatory authorities. I also saw 
agency policy changes in response to such crisis. These experiences, grounded by ray 
years as a bank examiner, helped define my approach toward bank supervision. 

I have always believed that interagency cooperation is both appropriate and beneficial. 

As an examiner, I found that when fellow examiners from any of the agencies understood 
the same set of facts, there was usually agreement on the bank’s condition and 
appropriate regulatory corrective action. In addition, analysis is often improved by 
collaboration and constructive critique. I also found that it is critical to be factual and 
analytical so that conclusions are supported and regulatory actions are appropriate. I 
generally considered the seemingly unlimited FDIC staffing as a welcome aid to the OTS 
West Region’s limited resources. As Regional Director, my predecessor and I followed 
the direction given us by OTS career executives in Washington DC and the written 
Interagency protocols governing FDIC participation in examinations. 

Bank supervision is grounded in law, regulation and agency policies, but can involve 
significant judgment and discretion. My approach was to have open discussion of 
examination and supervisory strategy, findings and proposed supervisory actions at all 
levels of OTS, and with the FDIC on higher risk institutions. We conducted regular 
briefings and case discussions including examiners, regional managers and agency 
executives, and obtained direction or concurrence on proposed next steps and actions. 
Supervision was a collaborative process between the Regions and Washington DC. 
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Examination findings and ratings typically form the basis for bank supervisory actions. I 
worked vigorously with other Regions and Washington DC to have highly talented and 
experienced examiners assigned to West Region institutions posing significant risk. I 
consider the OTS examiners to be some of the very best. They are well trained, highly 
experienced, extremely hard working, independent in thought, and were supported by me 
and some of the finest specialist from the capital markets, mortgage banking, accounting, 
appraisal, legal, and fair lending disciplines. I also welcomed Washington DC 
participation in examinations and supervision. I expected line managers that were 
responsible for daily supervisory oversight to meet with examiners, bank executives, risk 
managers, auditors and directors on a regular basis. In this regard, I also attended board 
meetings with the region’s largest and most troubled institutions whenever possible. I 
believe in supporting examiners and their conclusions, and in taking supervisory action in 
accordance with agency policy to address weaknesses. 

The then OTS philosophy toward supervisory actions was that they should be firm but 
fair. Generally, the prevailing OTS practice was that supervisory action should be the 
least formal necessary to obtain corrective action from management. I have seen many 
instances where a simple request from an examiner or supervisor was effective in 
obtaining timely correction. To help ensure supervisory enforcement actions were taken 
in accordance with OTS policy, the West Region has long followed a practice of having a 
committee and/or executive review of possible enforcement action situations. OTS 
Washington DC participated in most Enforcement Committee reviews and was always 
consulted. National tracking systems for following enforcement actions, examination 
findings, and violations were in various states refinement, development or completion 
during my time at OTS. 

Bank supervision is a hard job and hindsight is a good teacher. There are things that I 
wish I could change. I am deeply saddened when an institution fails because of the 
impact felt by all customers, communities, employees, and other stakeholders including 
taxpayers. Over my years in public service, I worked very hard to do the very best job 
possible in accordance with agency policies and practices. 

Thank you, Mr. Chairman and distinguished Subcommittee members for allowing me to 
read my brief oral statement. I will do my best to answer all your questions. 
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Opening Statement of Lawrence D. Carter 
National Examiner, Office of Thrift Supervision 
Washington, D.C., April 16, 2010 

Good morning Chairman Levin, Ranking Member Cobum, and distinguished 
members of the Subcommittee. Thank you for the opportunity to testify on matters 
concerning the supervision of Washington Mutual Bank, known more widely as 
“WaMu”, headquartered in Seattle, Washington. 

I am presently a National Examiner for the Office of Thrift Supervision, or 
“OTS”. I would like to tell you a little about my background so that you understand how 
my experience underlies my testimony today. 

My college education includes an associate degree in business administration 
from Northern Virginia Community College, which I received, magna cum laude, in 
1980. I then moved to California and obtained a bachelor of science degree in economics 
from the University of California at Riverside in 1983. In 1987, 1 graduated from 
California State University, Los Angeles, with an MBA, specializing in finance. 

While in graduate school I worked in private industry, including a stint with the 
Trust Company of the West, or “TCW”. At TCW I was involved in investment account 
management for pension fund clients. After receiving my MBA in mid- 1987, 1 went to 
work for the Federal Home Loan Bank of San Francisco, where I originally worked as a 
supervisory analyst. Shortly thereafter, in 1989, 1 became an examiner for the OTS, 
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when the examination functions of the Federal Home Loan Bank Board were transferred 
to that organi 2 ation as part of the Financial Institutions Reform, Recovery, and 
Enforcement Act of 1989. 

I have served in lead examination roles for many years at many large and small 
savings institutions, some of which were troubled. I also served in support roles, 
performing in all the “CAMELS” areas of the exam, capital adequacy, asset quality, 
management, earnings, liquidity, and sensitivity to market risk. I have supervised on-site 
staffs of 70 or more examiners, including the generalist safety and soundness examiners, 
compliance examiners, information technology or “IT” examiners, accountants, capital 
markets examiners, and Washington-based quantitative specialists well-versed in the 
emerging Basel requirements. Throughout my career I worked closely and effectively 
with my coimterparts from the FDIC, the Office of the Comptroller of the Currency, the 
Federal Reserve, and state regulators. 

It should be noted that, with few exceptions, OTS examiners do not work 
exclusively examining a single savings institution, but will be involved with a number of 
different institutions over the course of a year. Examinations of small banks, as you 
might guess, take considerably less examination resources than do large institutions, such 
as WaMu. 

From 1 999 through 2002, 1 was the “loan portfolio manager” on the annual 
WaMu examinations. The loan portfolio manager is responsible for overseeing the Asset 
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Quality, or “A” component in CAMELS. In this role, I implemented a statistical 
sampling process for our review of WaMu’s homogeneous loan portfolios, which 
included the home loan portfolio, and I oversaw the more judgmental sampl ing and loan 
review activities for other types of loans in multiple geographic locations. From 2003 
through 2006, 1 was the dedicated Examiner-in-Charge (EIC) for WaMu. As EIC for 
WaMu, I was responsible for exam scoping and planning prior to our examinations or 
field visits, overseeing the work of all examiners and managing communication of 
findings during the examination process, and then preparing the examination report and 
leading “exit” meetings with management and the board of directors after the end of an 
examination. Of course, I performed these responsibilities under the guidance and 
oversight of my superiors, both within the region and in Washington, D.C., as well as 
with the support of numerous senior examiners and specialists. Late in my tenure as 
EIC, I worked to develop our continuous examination process for WaMu, tailored fixim 
the large bank supervision programs of the OCC and the Federal Reserve. 

As EIC at WaMu, I supervised an experienced team of examiners and supervisory 
professionals that thoroughly analyzed the issues and challenges concerning this very 
large financial institution. I worked closely with region and Washington office staff to 
resolve complex policy issues as they arose. Our role on the examination was to identify 
risks and regulatory issues, discuss those risks and issues with senior OTS management, 
and then require appropriate corrective actions by WaMu management to address those 
risks and issues in a manner that promoted the safe and sound operation of the institution. 

Two years after I ended my term as EIC at WaMu, the institution failed. I should 
note that I have no special personal insight into the final days of WaMu, but I would be 
pleased to share with the Subcommittee my observations and experiences gained from 
my 23 years of regulating savings institutions, and answer any of your questions. 
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Statement of Mr. John Corston 
FDIC Acting Deputy Director 

Division of Supervision and Consumer Protection, Complex Financial Institution Branch 
U.S. Senate Permanent Subcommittee on Investigations 
April 16,2010 


Chairman Levin, Ranking Member Cobum and members of the Subcommittee, I 
appreciate the opportunity to testify on my role with the FDIC regarding Washington 
Mutual Bank (WaMu). On behalf of the Corporation, we have submitted to the 
Subcommittee a written statement that responds to specific issues that were requested by 
the Subcommittee. In addition, allow me to briefly introduce myself and my roles and 
responsibilities at the FDIC. I am John Corston, Acting Deputy Director for the FDIC’s 
Division of Supervision and Consumer Protection’s Complex Financial Institution 
Branch in Washington, DC. I have had a leading role in this branch since 2005, after 
working in three different regions in various capacities related to bank supervision. I 
started as a field examiner with the FDIC in 1987. 

An element of ray duties as Acting Deputy Director of the Complex Financial 
Institutions Branch is to oversee the Large Insured Depository Institution program, also 
known as the LIDI program. Broadly, the LIDI program provides forward looking 
assessment of insured depository institutions over $10 billion, provides highly 
experienced technical experts to provide on-site support for the regions, operates a 
continuous presence at the 8 largest insured institutions, and assists in developing and 
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recommending strategy to the Division Director and the Chairman regarding specific 
institutions. 

With regard Washington Mutual, I worked with technical experts on my staff in 
the Complex Financial Institution Branch and coordinated with the region to evaluate the 
CAMELS and LIDI ratings and supervisory strategy, including enforcement actions. 
While the region is primarily responsible for these areas, input from the Complex 
Financial Institutions Branch played a significant role in the decision-making process. I 
also worked with my Washington-based counterpart at the Office of Thrift Supervision 
(OTS) on LIDIs, including WaMu, to resolve issues regarding the FDIC’s actions or 
conclusions that were not resolved at the regional level. 

One of the roles of the FDIC’s Complex Financial Institutions Branch is to 
identify risks that impact large institutions, including high-risk lending strategies such as 
took place at Washington Mutual. To do this, we have technical experts on-site at 
institutions we have identified through the LIDI review process that are considered to 
possess higher levels of risk. For instance, we placed staff on-site at Countrywide, 
IndyMac and WaMu to identify high-risk activities and measure that impact on their 
financial condition. My branch’s responsibility is to examine a financial institution to 
gain an awareness of the speed in which the institution could deteriorate, determine its 
sensitivity to market events, and analyze its exposure to loss so that appropriate and 
timely responses can be developed. 

Thank you for the opportunity to testify and I am pleased to answer any questions. 
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Statement of Mr. George Doerr 
FDIC Deputy Regional Director for San Francisco Region 
Before U.S. Senate Permanent Subcommittee on Investigations 
April 16,2010 

Chairman Levin, Ranking Member Cobum and members of the Subcommittee, I 
appreciate the opportunity to testily on my role with the FDIC in the supervision of 
Washington Mutual Bank (WaMu). I am George Doerr, Deputy Regional Director for 
the FDIC in the San Francisco Region, a position I have held since June 2007. I have 
been with the FDIC for almost 40 years. From September 2002 until June of 2007, 1 was 
Assistant Regional Director for the FDIC’s San Francisco Regional Office. The San 
Francisco region covers 1 1 states: Washington, Oregon, California, Arizona, Nevada, 
Utah, Idaho, Wyoming, Montana, Alaska, and Hawaii - in addition to the territories of 
Guam, American Samoa and Micronesia. Among my responsibilities was our Regional 
Large Bank Program, which included WaMu. 

The three matters the Subcommittee asked me to be prepared to address with 
respect to WaMu are (1) Nontraditional Mortgage Guidance; (2) WaMu’s condition as 
assessed through the “CAMELS” ratings; and (3) the FDIC’s Large Insured Depository 
Institutions Program and ratings, also referred to as the LIDI program. On behalf of the 
Corporation, we have provided discussion of these three matters in the written statement 
submitted to the Subcommittee. 

Thank you again for the opportunity to testify. I am pleased to respond to any of 
your questions. 
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Chairman Levin, Ranking Member Cobum and members of the Subcommittee, 
the Federal Deposit Insurance Corporation (FDIC) appreciates the opportunity to testify 
regarding the causes and consequences of the recent financial crisis and specifically the 
role of regulators in their supervision of Washington Mutual Bank (WaMu). The FDIC 
shares the Subcommittee’s concerns about the issues that it has identified, particularly 
with respect to large and complex insured depository institutions that pose significant risk 
to the Deposit Insurance Fund (DIF). In accordance with your invitation letters, our 
testimony will address the FDIC’s role as back-up regulator of WaMu, our examination 
and enforcement policies and practices for large insured depository institutions, the level 
of cooperation between the FDIC and the primary federal regulator for WaMu, the Office 
of Thrift Supervision (OTS), and legislative and other changes to assess and respond to 
safety and soundness risks posed by large financial institutions. 

Background 

The WaMu failure must be understood in the context of events that became the 
catalyst for the broader financial crisis. During the years preceding the crisis, a number 
of mortgage lenders and originators of mortgage backed securities, including WaMu, 
became attracted to a variety of high-risk mortgage structures that enabled them to grow 
revenue and market share. Repayment or refinancing of many of these mortgages 
depended on a continuation of robustly increasing home prices. When home prices began 
to turn down, these institutions’ business models could not withstand the resulting 
stresses. Virtually all of the large bank and nonbank mortgage lending specialists 
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headquartered on the West coast, and many others located around the nation, were closed 
or acquired. The list of these institutions in addition to WaMu includes Golden West 
(acquired before the crisis by Wachovia); Ownit Mortgage (closed); Fremont Investment 
and Loan (an industrial bank that received a March 2007 FDIC Cease and Desist order 
and was subsequently acquired by CapitalSource, Inc.); New Century Financial 
(bankrupt); American Home Mortgage (closed); Countrywide Financial (acquired during 
the crisis by Bank of America); IndyMac (failed); Ameriquest (closed); Pomona First 
Federal (failed); Downey Savings (failed); Taylor, Bean, and Whitaker (closed); and First 
Federal Bank of California (failed). 

The mortgages originated by these institutions during the years preceding the 
crisis had a variety of features that, singly or in combination, greatly amplified risk and in 
some cases were abusive to the borrower. Practices included lending with low or no 
documentation of income; lending with low initial teaser payments but explosive 
payment increases 2 or 3 years after origination (the so-called 2-28s and 3-27s); 
conducting no analysis of the borrower’s ability to repay these higher payments; 
requiring no escrows for taxes or insurance; lending at high loan-to-value ratios; and 
making high-cost subprime loans. 

In the years leading up to the crisis, many of these loans were sold into 
securitizations and subdivided into tranched structures, the bulk of which received the 
highest investment grade ratings. When housing prices started to turn down, and 
investors increased their focus on the quality of the loans underlying these securities, the 
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securitization market shut down. Resulting liquidity pressures on these thrifts were 
exacerbated because counterparties were demanding higher haircuts on mortgage 
collateral — if they would lend against such collateral at all — and securities held in 
inventory could not for practical purposes be sold. Mortgage lenders had to hold in 
portfolio loans that had been in the securitization pipeline or loans they had committed to 
originate, and in some cases these lenders had to repurchase, under representation and 
warranty clauses, or for reputational reasons, loans they had previously sold. At all the 
institutions listed, with the onset of the crisis, liquidity pressures and credit losses were so 
severe as to rule out their survival on a stand-alone basis. 

The unsustainable increase in home prices that led up to the crisis was driven, we 
believe, by a credit boom fueled by an unprecedented tolerance among market 
participants for financial leverage, in particular as it pertained to mortgage finance. The 
advanced approaches of Basel II provide a good indicator of the consensus regulatory 
thinking on acceptable leverage in mortgage lending in the years leading to the crisis. In 
an interagency study to estimate the impact of the Basel II rules conducted before the 
onset of the crisis, capital requirements for residential mortgage lending were estimated 
to decline by a median 73 percent across the 26 participating banks; for home equity 
lending, the median decline in capital requirements was 79 percent. Institutions with a 
focus on mortgage lending, such as WaMu, stood to benefit the most from these new 
rules. The reasoning that produced reductions in capital requirements of such magnitudes 
is similar to that which produced AAA ratings for large swaths of mortgage securities 
backed largely by low or no-documentation loans. In both cases, market participants 
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were officially encouraged to place comfort in modeling assumptions rather than 
traditional capital adequacy benchmarks or lending standards. The FDIC successfully 
delayed implementation of the Basel II rules so that large banks and thrifts maintained 
higher capital levels going into the crisis. 

The FDIC has taken a leading role in addressing some of the unsustainable trends 
that precipitated the mortgage crisis. We have been an early and forceful advocate of 
regulatory reform to end abusive mortgage lending under the Home Ownership and 
Equity Protection Act (HOEPA). We have also taken a strong supervisory stance on 
these mortgage practices, including our Cease and Desist action against Fremont in early 
2007 that predated the mortgage meltdown by several months, and our strong support for 
effective supervisory guidance to end these abusive practices, including the Interagency 
Guidance on Nontraditional Mortgage Products Risks (NTM Guidance). We have 
consistently and strongly advocated for responsible loan modifications as the most cost- 
effective approach to avoid needless foreclosures. We advocated strongly and 
successfully within the Basel process for new operational requirements for the use of 
credit ratings in setting capital requirements, to ensure adequate information and due 
diligence regarding the exposures underlying securitizations rated by the credit rating 
agencies. With respect to the appetite for financial leverage implicit in the advanced 
approach of Basel II, the FDIC was never part of the consensus. We have consistently 
advocated against over-reliance on models, and for robust risk-based capital floors under 
the advanced approaches and the retention of the simple and transparent leverage 
requirements that Congress mandated in 1991. 


4 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00174 Fmt 6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


161 


VerDate Nov 24 2008 


The FDIC’s Role and Responsibility as Back-Up Regulator 

The FDIC is charged by Congress with maintaining stability and public 
confidence in the nation's financial system by, among other things, examining and 
supervising insured depository institutions for safety and soundness and consumer 
protection. The FDIC is the primary federal regulator (PFR) for nearly 5000 state- 
chartered depository institutions that are not members of the Federal Reserve System. 

In addition to its role as primary federal regulator for most state-chartered 
depository institutions, the FDIC also is responsible for insuring deposits at about 8000 
federally insured depository institutions. This means that the DIF is exposed to losses 
from institutions that are not directly supervised by the FDIC. To assist the FDIC in 
effectively carrying out this responsibility. Congress has given the FDIC “back-up” 
authority to examine insured banking organizations, like WaMu, that have a different 
federal regulatory agency as PFR. ' The statute authorizes the FDIC to conduct a special, 
or “back-up,” examination of any insured depository institution, provided the FDIC 
Board of Directors “determines that a special examination is necessary to determine the 
condition of [that] depository institution for insurance purposes.” 

In 2002, the FDIC worked with the other agencies to develop an agreement to 
implement our statutory authority. This was a collaborative process that was meant to 
balance our needs for ready access to information with the primary federal regulators 

’Section 10(b)(3) of the Federal Deposit Insurance (FD!) Act [12 U.S.C. § 1820(b)(3)]. 
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concerns with a potential duplication of efforts. In order to achieve a consensus 
agreement, several modifications to the statutory authority were necessary. One of the 
more notable concessions agreed to at the time was that the FDIC would conduct a 
special or back-up examination only if the institution “represent[s] a heightened risk” to 
the DIF. The Interagency Agreement defines institutions that present a “heightened risk” 
as institutions that a) have poor supervisory ratings or b) are undercapitalized for 
purposes of “prompt corrective action.”^ Since 1979, the federal banking regulatory 
agencies, including the FDIC, have assessed the soundness of financial institutions 
according to the Uniform Financial Institutions Rating System (UFIRS).^ 

In addition, the agreement limited our direct access to bank employees and 
required the FDIC to rely, when possible, on examinations and inspections conducted by 
the appropriate PFR. As discussed later, the compromises that appeared reasonable in 
theory at the height of the banking industry profitability served to bind us when the FDIC 
needed to implement this agreement in practice. 


The FDIC’s statutory special examination authority differs from the examination 
authority granted the PFR in several important respects. First, the statutory requirement 


^ The Prompt Corrective Action (PCA) provisions in Federal Deposit Insurance Corporation 
Improvement Act of 1991 (FDICIA) (Section 38 of the FDI Act) require that regulators set a threshold for 
critically undercapitalized institutions, and that regulators promptly close institutions that breach the 
threshold unless they quickly recapitalize or merge with a healthier institution. Bank regulators set the 
threshold for critically undercapitalized institutions to 2 percent tangible capital. 

’ Under UFIRS, which is intended to identity those institutions requiring special supervisory 
attention, each financial institution is assigned a composite rating based on an evaluation and rating of six 
essential components of an institution's financial condition and operations. The six component areas are 
Capital adequacy, Asset quality. Management, Earnings, Liquidity, and Sensitivity to market risk. The 
rating system is often referred to as the "CAMELS" rating system. 
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for FDIC Board action to authorize special examinations builds delays into the conduct of 
such examinations by the FDIC. Second, the FDIC’s authority applies to the insured 
depository institution and its affiliates, but does not specifically extend to examinations 
of holding companies regulated by the PFRs. Finally, when the FDIC conducts a special 
examination, the statute requires that the FDIC coordinate with the PFR, a provision 
often cited by the PFR to constrain our special examination activities.'' 

In addition, Congress also authorized the FDIC to take enforcement action in 
certain circumstances.^ Specifically, the FDIC first must recommend in writing that an 
institution's PFR take enforcement action. If the PFR does not act within 60 days the 
FDIC itself may institute an enforcement action, provided action is authorized by the 
FDIC’s Board of Directors based on a determination that: 

(A) the insured depository institution is in an unsafe or unsound condition; 

(B) the institution or institution-affiliated party is engaging in unsafe or unsound 
practices, and the recommended enforcement action will prevent the 
institution or institution-affiliated party from continuing such practices; or 

(C) the conduct or threatened conduct (including any acts or omissions) poses a 
risk to the deposit insurance fiind, or may prejudice the interests of the 
institution’s depositors. 


“ Section 10(d)(6) of the FDl Act, 12 U.S.C. § lg20(d)(6). 
^ Section 8(t)(2) of the FDI Act [12 U.S.C. § 1818{tX2)]). 
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large Insured Depository Institutions Exam and Enforcement Policies and Practices 

The FDIC's Division of Supervision and Consumer Protection (DSC) monitors 
the activities of all insured depository institutions, conducts supervisory examinations, 
and develops supervisory strategies. As part of its supervisory program, DSC also 
identifies the impact of industry-wide risks on large insured depository institutions 
(LIDIs), currently defined as insured depository institutions with total assets of at least 
$10 billion. At year-end 2009, the number of LIDIs was 109. The PFRs for the current 
LIDIs include the OTS, the Office of the Comptroller of the Currency, the Board of 
Governors of the Federal Reserve System and the FDIC, depending upon the nature of 
the institution’s charter (thrift, state member, national, or state non-member). 

Within DSC, the Complex Financial Institution Branch (CFI Branch) supports 
supervisory activities in LIDIs, The CFI Branch analyzes and aggregates data on large 
banks as an element of its LIDI rating process. Daily responsibility for oversight of most 
LIDIs is assigned to a case manager. The case manager monitors examination reports 
prepared by the PFR, analyzes data from quarterly institution Call Reports, and analyzes 
other financial and economic data. The FDIC also assigns a dedicated examiner (DE) 
and additional on-site examination staff to the largest LIDIs. Ideally, the DE and staff 
work in cooperation with the PFR and bank personnel on-site at the institution on an 
ongoing basis. The DE performs comprehensive quarterly analyses of the risk profile of 
assigned LIDIs and of the PFR’s proposed supervisory strategies for dealing with 
perceived risks. 
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The Division of Insurance and Research (DIR) supports DSC’s supervision of 
insured depository institutions. Among other things, DIR identifies and analyzes 
emerging risks; conducts research that supports sound deposit insurance, banking policy, 
improved risk assessment, and consumer protection; assesses the adequacy of the DIF; 
and implements an effective and fair risk-based premium system. 

As previously noted, in September, 2002, the FDIC began implementing a 
Dedicated Examiner (“DE”) program at the eight largest insured banking institutions. 
Under this program, an FDIC senior examiner is assigned to each of these banks, 
regardless of who the PFR may be. Under the Interagency Agreement, PFR personnel 
are “expected to keep the [DE] informed of all material developments” and to “invite the 
[DE] to observe and participate in certain examination activities.” PFR personnel are 
expected to ensure that “the FDIC has an understanding of the supervisory issues and risk 
management structure” of the LIDIs, 

In addition to its DE program, the FDIC carries out its examination 
responsibilities with respect to LIDIs, which included WaMu, by performing offsite risk 
analyses under the LIDI Program. That program is designed to provide comprehensive 
and forward-looking assessments of the risk profiles of LIDIs. LIDI analysis helps 
identify the largest risks to the DIF and to identify emerging risks and trends in the 
banking industry. 
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To quantify the level and direction of risk, each LIDI is assigned a rating (A 
through E, with A being the best) and an outlook (positive, stable, or negative). Ratings 
and outlooks are assigned at least quarterly, with interim changes made when necessary. 
All relevant sources of information available are used in performing LIDI analysis, 
including both public information and confidential bank supervisory information. For 
non-FDIC supervised institutions, supervisory information or internal bank reports are 
obtained through the PFR. 

Level of Cooperation between the FDIC and OTS 

The 2002 Agreement that was negotiated with the other agencies included various 
provisions that limited our ability to conduct the special examinations that were 
authorized under the Statute. It is noteworthy that the Interagency Agreement requires 
FDIC to show “heightened risk” to the deposit insurance fund, with specific reference to 
the bank being 3, 4, or 5 rated or undercapitalized. Further, the CAMELS trigger is tied 
solely to the primary federal supervisor’s evaluation of the institution, not the FDIC’s. 
Therefore, the argument for FDIC participation proved to be circular. When an 
institution is deteriorating but has not triggered any of these provisions it becomes 
difficult to gain entry as often the reason we have requested an on-site presence is to 
determine if these conditions exist. Further, we had difficulty gaining access at WaMu 
because of a requirement in the Interagency Agreement that: “To the fullest extent 
possible, FDIC should continue to rely on the results of the work performed by the 
primary bank supervisors in assessing the condition of individual institutions.” 


10 
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Following is a chronological review of the level of cooperation between OTS and 
FDIC in the supervision of WaMu. 

Years 2004- 2006 

In 2004, WaMu’s holding company, Washington Mutual Inc. (“WMI”), owned 
and controlled a state chartered bank, Washington Mutual Bank (“WMB”), for which the 
FDIC was the PFR. FDIC last conducted an examination of WMB in March 2004 and a 
visitation in October 2004. 

On January 1, 2005, WMI merged its thrift and state chartered bank. The 
resulting institution was a federally chartered savings association, for which the OTS was 
the PFR. As the PFR, OTS became responsible for scheduling, staffing and setting the 
scope of supervisory activities for the institution, including pursuit of necessary formal 
and informal administrative enforcement actions. Following the merger, FDIC assessed 
WaMu’s safety and soundness, and the risk posed by WaMu to the DIF, primarily by 
participating in OTS examinations of WaMu in a back-up capacity. 

In 2005, WaMu management made the decision to change its business strategy 
from traditional fixed rate conventional single family loans toward nontraditional and 
subprime loan products. In August 2005, OTS management for the first time expressed 
to FDIC its determination that FDIC should not actively participate in OTS examinations 


II 
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at WaMu, citing the 2002 Interagency Agreement. Subsequently, following the protocol 
as set forth in the Interagency Agreement, the FDIC San Francisco Regional Office 
requested permission to participate in the 2006 OTS examination. OTS responded by 
letter indicating: . .we (OTS) do not plan to have FDIC examiners actively participate in 
the examination review and rating assessment.” The letter also informed the FDIC that it 
would not be allowed to participate in a review of subprime lender Long Beach 
Mortgage, then a subsidiary of WaMu’s holding company and thus an affiliate of the 
bank. Ultimately, the FDIC participated in the March 2006 examination, but was not 
allowed to review loan files at Long Beach Mortgage. 

The FDIC again experienced resistance from OTS to our participating in 
examinations September 2006. That month, OTS moved to a “continuous examination 
approach,” whereby OTS performed periodic “target” examinations during an 
examination cycle and issued an annual “rollup” examination report. In early September, 
the OTS informed the FDIC that it must demonstrate a regulatory need to join an 
examination of a 2-rated bank, and that since OTS was not aware of any disagreements 
between the agencies as to WAMU, FDIC had failed to demonstrate such need. FDIC 
pointed out that regulatory disagreement was not a prerequisite for participation under the 
Agreement. Following elevation of the dispute to our respective Washington Offices, 
denial of participation was reversed in November, with the proviso that the FDIC’s DE 
must funnel all requests through the OTS examiner in charge (EIC). FDIC then 
participated in the OTS’s 4* quarter 2006 target exam of WaMu. 
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For four months after WaMu moved to new headquarters in 2006, OTS failed to 
provide the FDIC’s DE with either access to WaMu’s electronic “Examiner Library” 
(WaMu’s electronic repository of the supervisor and regulatory information it prepared 
for the regulators), or a physical workspace on-site at WaMu. The FDIC ultimately was 
able to obtain this access in late October, again after the issue was elevated to the 
Washington Offices of both agencies. 

Years 2007 

Beginning in 2007, OTS restricted FDIC examinations staff from reviewing all 
loan flies, indicating that an FDIC loan file review would be duplicative and a regulatory 
burden for the bank. FDIC argued unsuccessfully that we needed to review the loans for 
compliance with the NTM Guidance, and suggested that we split the review with OTS 
examiners for this purpose. OTS refused, indicating that the OTS was not reviewing loan 
files until WaMu had time to make some changes in its practices in order to comply with 
the NTM Guidance. 

Year 2008 

In 2008, OTS objected to the number of examiners that FDIC proposed to have 
involved in the examination. OTS management communicated to the FDIC that the 
number of examiners it proposed be involved in the examination was excessive. Again, 
OTS did not permit FDIC examiners to conduct an exam or review loan files. Further, 
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OTS indicated that should FDIC want to review ^set quality, FDIC could review OTS 
workpapers only. 

As WaMu’s PFR, OTS assigned a Composite 2 CAMELS rating until February 
27, 2008, when OTS made an interim rating change to a Composite 3. WaMu had 
suffered operating losses of $ 1 ,8 billion in the 4“' quarter of 2007. WaMu suffered 
another $1.1 billion loss in the 1*‘ quarter of 2008, but another downgrade was averted 
when WMI, its holding company, raised $7 billion in capital in April 2008 and 
downstreamed $3 billion of this amount to the bank. Subsequently, another $2 billion 
was downstreamed by WaMu’s holding company, for a total capital infusion to WaMu 
from WMI of $5 billion in 2008. The remaining $2 billion raised remained at WMI for 
debt service. 

During this period, WaMu received a strategic offer by JP Morgan Chase to 
acquire the company for approximately $7 billion or as much as $8 per share. Instead, 
WaMu management accepted a capital infusion (described above) from TPG that 
preserved WaMu’s independence but also limited future options for raising capital. 

Following the $7 billion capital raise, the FDIC prepared a capital analysis that 
revealed that in a stress scenario WaMu would need $5 billion in addition to the $5 
billion of capital already downstreamed, to survive. The stress capital analysis took into 
account the estimated embedded losses in WaMu’s portfolio, which were likely to require 
additional capital, and gave WaMu credit for pre-provision and pre-tax income that it 
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could reasonably expect to generate. The analysis was based on the premise that while 
WaMu’s reserves might cover its expected losses in the near term, more capital was 
necessary to protect WaMu from unexpected losses in the long term. The FDIC shared 
and discussed its WaMu stress capital analysis with the OTS in May of 2008. OTS 
rejected the analysis, arguing that the analysis was not in accord with Generally Accepted 
Accounting Principles (GAAP). The FDIC responded that a stress capital analysis is 
different from a GAAP analysis. OTS did not provide a capital analysis of its own to the 
FDIC. 


At this point, the FDIC’s view was that WaMu needed more capital. The FDIC 
was also concerned that the institution did not recognize the problems facing it and was 
not taking the necessary corrective measures. The FDIC believed that if WaMu 
management would not take these essential steps on their own, the regulators would need 
to take additional supervisory action to bring about corrective measures. 

At a July 1 5, 2008 WaMu Board of Directors meeting, OTS presented its exam 
findings and stated that WaMu’s CAMELS rating would continue to be a Composite 3. 
FDIC examiners put WaMu’s Board on notice that the FDIC considered WaMu’s 
CAMELS rating to be a Composite 4, thus putting the Board on notice of a possible 
downgrade. OTS proposed that corrective action be memorialized in a Memorandum of 
Understanding (MOU) with the WaMu Board of Directors. The MOU was executed on 
September 17, 2008, 8 days before WaMu was closed. The OTS accepted FDIC input for 
the MOU provisions that required: 
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• Downstreaming of an additional $2 billion capital from the parent (as referenced 
above) 

• Maintenance of PCA capital ratios at least 1 percent in excess of “Well 
Capitalized” 

• A contingency capital plan 

• Maintenance of adequate Allowance for Loan and Lease Losses (“ALLL”). 

In the weeks following the July 1 1 failure of IndyMac Bank, WaMu suffered a 
$10 billion retail deposit run-off The deposit run-off, combined with WaMu’s 
significant loss operations and the need for capital, further supported FDIC’s view that 
WaMu should be downgraded to a Composite 4. On August 1 1, FDIC forwarded draft 
comments in support of a Composite 4 rating to OTS and met with OTS to discuss the 
agencies’ ratings disagreement on August 28. FDIC presented its in-house analysis and 
projections. OTS presented WaMu’s projections, which relied on WaMu’s credit card 
division (formerly Providian) to restore WaMu to profitability in 2009. The FDIC 
determined that a restoration of profitability for WaMu in 2009 was implausible. The 
agencies’ rating disagreement was escalated to their respective Washington Offices for 
resolution. 

The FDIC Board of Directors discussed reconciliation of the rating differences at 
its September 16 meeting. The FDIC Board received a staff briefing, and the OTS 
strongly disagreed with the FDIC proposed composite rating of 4. After the Board 
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meeting, on September 18, the OTS nevertheless determined to lower WaMu’s rating to 
Composite 4. 

In the wake of the failure of Lehman Brothers in mid-September 2008, WaMu 
experienced a second run on deposits. The institution lost nearly $17 billion in deposits 
over an 8-day period, resulting in a liquidity crisis. Average daily deposit withdrawals 
(both retail and commercial) exceeded $2 billion on multiple days over the week 
preceding the September 25 receivership. The run on deposits extended to both insured 
and uninsured accountholders. 

Bank customers began to request cash payouts rather than accepting official 
checks. While the Bank had access to Federal Home Loan Bank and Federal Reserve 
Discount Window borrowing lines, these totaled less than $10 billion; and, both were 
evaluating the overall financial condition of WaMu and had initiated actions to diminish 
borrowing capacity, due to deteriorating asset quality. The Federal Reserve Bank of San 
Francisco had dropped the bank to secondary credit status on September 24, thus 
reducing the bank’s borrowing capacity, and was prepared to impose a 10 percent haircut 
on collateral requirements of the bank. On that day, cash on hand declined to $4.4 
billion, a dangerously low number for a $300 billion institution that had experienced 
deposit runoff as a high as $3 billion in a single day during the latest deposit run. 
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On September 25, the OTS projected that the institution would likely be unable 
to pay obligations or meet depositor demands in the normal course of business over the 
near term. OTS closed WaMu on Thursday, September 25. 

Lessons Learned 

It has been an extraordinarily challenging time for the nation’s banking industry, 
and we have all learned lessons at many levels. 

We welcome findings and recommendations from the FDIC’s Inspector General 
(IG) and the Inspector General of the Department of the Treasury in connection with their 
evaluation of the federal regulatory oversight of WaMu. The evaluation identified the 
Interagency Agreement’s “heightened risk” requirement as limiting the FDIC's ability to 
assess the potential risk of an institutional failure and the resulting impact on the DIF, 
corroborating the FDIC’s experience. The IG report also expresses concerns about the 
FDIC's historic reliance on CAMELS ratings for the purpose of establishing risk-based 
premiums for deposit insurance coverage. The IG report includes recommendations to 
address both issues. The FDIC agrees with the recommendations, and had already begun 
a number of initiatives which will implement these recommendations, as described 
below. 
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Strengthening the Interagency Agreement 

At the outset of the testimony we mentioned that the FDIC has authority to 
conduct special or “back-up” examinations of insured depository institutions. The 
usefulness of this authority has been limited by its procedural bottlenecks and 
requirement, established in less stressful times than we have now, that these examinations 
can be made only when necessary to deal with “heightened risk” to the insurance fund, a 
determination that logically can be most prudentially made only after a special 
examination has taken place. The MOU requires the FDIC to rely on the PFR. The 
FDIC has proposed modifications to the other PFRs to strengthen the Interagency 
Agreement. The FDIC must, as Congress clearly intended, be able to make an 
independent assessment of the risk of insured banks to the DIF, perform contingency 
resolution planning, obtain the information necessary to protect the DIF, or for such other 
purposes that the FDIC determines is necessary for effective administration of the 
provisions of the Federal Deposit Insurance Act. 

The FDIC also needs the ability to determine the time and manner in which such 
special examinations shall be conducted and to maintain an examination staff with an on- 
site and continual presence at the largest depository institutions in order to facilitate the 
conduct of special examinations. We are hopeful that a consensus on a new Interagency 
Agreement can be reached in the near future. 
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Similarly, the FDIC recommends that the procedural limitations on our ability to 
take enforcement action to correct any violation of law or regulation, or any unsafe and 
unsound banking practice be removed. The FDIC recommends that we be given the 
ability to move decisively to deal with such situations without having to wait for 60 days 
for a decision by another agency on whether such action may be implemented. 

Deposit Insurance Pricing Revisions 

Also, the FDIC has proposed new deposit insurance assessment regulations for 
large insured institutions that are consistent with the FDIC’s Inspector General (IG) 
recommendations that the FDIC not rely too heavily on the primary federal regulator’s 
assignment of CAMELS ratings and capital levels. The current system constricts FDIC’s 
ability to differentiate risk because institutions are placed in one of four risk categories 
determined by their CAMELS ratings and capital category. Therefore, if CAMELS are 
slow to reflect elevated risk, the current system limits the amount that can be charged to 
reflect that risk. 

The FDIC Board has approved publication of a notice of proposed rulemaking 
that would eliminate those risk categories and, therefore, the amount of risk 
differentiation would not be constrained to the same degree by CAMELS ratings. This 
risk differentiation would be based on well-defined financial measures that are more 
forward looking and better suited to measure the unique and concentrated risks posed by 
the largest institutions, which is also consistent with the IG’s recommendations. 
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Recognizing that the FDIC’s role as insurer is, in some ways, very different from 
the role of a supervisor, the proposed rule would increase or decrease the assessment rate 
for banks depending on how expensive it would be for the FDIC to resolve. The 
proposed rule would also retain the FDIC’s ability to make discretionary adjustments, 
based on the risk factors that the FDIC deems relevant. If the proposed rule had been in 
effect prior to WaMu’s failure, WaMu would have paid significantly higher assessments 
in the periods leading up to its failure. Following the completion of public rulemaking 
processes, it is expected that these new standards will be implemented by the beginning 
of next year. 

Other Proposed Rulemakings 

Consistent with some of the reform proposals pending before Congress, the FDIC 
is considering proposing a rule to require LIDI subsidiaries of large and complex 
financial parent companies to provide the FDIC with analyses, information, and 
contingent resolution plans that address and demonstrate each LIDFs ability to be 
separated from its parent structure, and to be wound down or resolved in an orderly 
fashion. Once finalized, this rule will enhance the FDIC’s ability to engage in a direct 
dialogue with complex LIDIs about mitigating or eliminating identified impediments to 
the FDIC’s ability to conduct an orderly resolution of the insured institution. 

The FDIC also is considering a rulemaking to tie federal deposit insurance 
assessments to bank employee compensation structure in order to keep compensation in 
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line with the long-term interests of the institution. The financial crisis has shown that 
most financial-institution compensation systems were not properly linked to risk 
management. Formula-driven compensation allows high short-term profits to be 
translated into generous bonus payments, without regard to any longer-term risks. 
Mortgage brokers and bankers went into the subprime and other risky markets because 
these markets generated high returns not just for investors but also for the originators 
themselves, and this of course was the case at WaMu as well. The lack of a downside in 
these compensation schemes ultimately hurt both the borrowers who could not pay their 
risky mortgages and the economy. Your comments would be most welcome on this 
rulemaking. 

A further proposal the FDIC Board is considering would require banks to retain a 
portion of the credit risk of any securitizations they sponsor. This latter proposal will be 
presented to our Board at the May Board meeting. 

Regulatory Reform 

The FDIC strongly supports pending legislative reform efforts to address the 
orderly resolution of large financial organizations, and other financial reform measures 
already discussed above. In particular, legislation currently under consideration by the 
Senate Banking Committee and legislation approved by the House of Representatives 
would establish enhanced oversight of large bank holding companies and non-bank 
financial companies that are systemically significant and should be subject to heightened 


22 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00192 Fmt 6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


179 


VerDate Nov 24 2008 


prudential standards and oversight — and we support their hard work in this regard. The 
ability to resolve these large and complex institutions in a manner similar to how smaller 
banks are treated is essential to ending the too-big-to-fail doctrine. 

The FDIC also strongly supports the need for an independent consumer financial 
protection regulator. As we have testified previously, many of the current problems 
affecting the safety and soundness of the financial system were caused by a lack of 
strong, comprehensive rules against abusive lending practices applying to both banks and 
non-banks, and lack of a meaningful examination and enforcement presence in the non- 
bank sector. Products and practices that strip individual and family wealth undermine the 
foundation of the economy. 

Conclusion 

While the FDIC would much rather see a troubled institution return to health and 
safe and sound practices, at the point at which WaMu failed, the embedded losses and 
liquidity problems had made the institution unviable. Critics may say it was overly harsh 
to close WaMu, but the reality is that mortgage losses were mounting, downgrades were 
occurring, and efforts to raise capital had been exhausted. The institution had already 
gone through one major deposit run and was in the midst of another. The franchise value 
of WaMu was dissipating rapidly. Action had to be taken. Further delay by the 
government would have significantly raised the costs to the FDIC of fulfilling its 
obligation to protect the $160 billion of insured deposits at WaMu. 
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This resolution went remarkably smoothly. The FDIC was able to preserve all of 
WaMu’s deposits, both insured and uninsured. The resolution left branches open, 
preserved many jobs, and allowed for a seamless transition for WaMu’s customers the 
day after the bank was closed. The resolution came at zero cost to the DIF, and the 
institution was not bailed out. In contrast, had the FDIC been forced to liquidate WaMu, 
the FDIC estimates that it would have suffered approximately $41 billion in losses. 

Again, thank you for the opportunity to testify. We are pleased to answer any 
questions. 
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Testimony on 

Wall Street and the Financial Crises: The Role of Bank 
Regulators 

Before the Permanent Subcommittee on Investigations 
Committee on Homeland Security and Governmental Affairs 
United States Senate 
April 16, 2010 

Statement of John E. Bowman 
Acting Director, Office of Thrift Supervision 


I. Introduction 

Good afternoon, Chairman Levin, Ranking Member Cobum and Members of the 
Subcommittee. Thank you for the opportunity to testify today on the supervision of 
Washington Mutual Bank (WaMu). We appreciate the Subcommittee’s efforts to 
examine this and other matters associated vvith the recent financial crisis. We share the 
Subcommittee’s comirtitment to examine the causes and consequences of the crisis and to 
prevent any recurrence. 

In my testimony, I will discuss the supervision of WaMu by the Office of Thrift 
Supervision (OTS) and the circumstances surrounding its failure. I will also discuss the 
draft findings of a joint investigation of the inspectors general of the Department of the 
Treasury and the Federal Deposit Insurance Corporation (FDIC) concerning the Federal 
Regulatory Oversight of WaMu. Finally, I will describe changes in policies and 
procedures that the OTS has adopted since the failure of WaMu to assess the safety and 
soundness of thrifts and respond to risks. 

II. Background 

WaMu was a federally chartered stock savings bank with its home office in 
Henderson, Nevada, and its primary executive and business office in Seattle, Washington. 
It operated primarily in major metropolitan areas on both the east and west coasts and in 
selected other states with four primary business units; (1) the home loans group, which 
engaged in nationwide single-family residential (SFR) lending, servicing and capital 
market activities, (2) the card services group, which operated a nationwide credit card 
lending business, (3) the commercial group, which conducted a multi-family and 
commercial real estate lending business, and (4) the retail banking group, which operated 
a retail bank network of 2,239 offices in California, Florida, Texas, New York, 
Washington, Illinois, Oregon, New Jersey, Georgia, Arizona, Colorado, Nevada, Utah, 
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Idaho and Connecticut. Before WaMu’s failure, it had $307 billion in assets. WaMu’s 
OTS-chartered operating subsidiary, Washington Mutual Bank fsb, of Park City, Utah, 
held WaMu’s investment portfolio. Washington Mutual, Inc., of Seattle, Washington 
(Holding Company), its top-tier holding company, was mainly a shell holding company. 
Based on its consolidated assets on December 31, 2007, the Holding Company was the 
seventh largest among all U.S.-based bank and thrift holding companies. 

WaMu was incorporated in 1889 as the Washington National Building Loan and 
Investment Association. In 1983, WaMu purchased a brokerage firm (Murphey Favre) 
and demutualized, converting to a capital stock savings bank. After demutualization, 
WaMu grew largely by acquisition. By 2005, it was the third largest mortgage lender in 
the U.S. and, with the acquisition of Providian Financial Corporation, the ninth largest 
credit card company. 

In 2005, WaMu management made a decision to shift the firm’s business strategy 
away from originating traditional, fixed-rate, conforming single-family residential loans, 
toward nontraditional loan products and subprime loans. At the same time, management 
diversified liabilities and equity via preferred stock and hybrid issuances. WaMu pursued 
the new strategy in anticipation of increased earnings and to compete with other mortgage 
lenders and banks. This business model catered to a strong demand by capital markets for 
new, higher-yielding loan products that easily could be placed into securitized structures. 

From 2005 through the first part of 2007, WaMu was able to sell most of its 
nontraditional and subprime loans to the secondary market at sizeable gains. However, 
the mortgage securities market severely deteriorated in the summer of 2007 as rising 
delinquencies on subprime loans suggested greater than anticipated losses for holders of 
bonds collateralized with these assets. Investors shunned the mortgage securities market 
and thus removed a key source of funding for mortgage originators, such as WaMu. By 
August 2007, there was simply no market for WaMu and other originators to sell or 
securitize loans. 

Even before the secondary mortgage market had essentially fix)zen, WaMu 
management began tightening credit standards for credit cards and subprime lending, and 
shifted focus to a more retail-based strategy through its retail branches. After the third 
quarter of 2007, WaMu instituted significant operational changes, including exiting all 
subprime SFR lending, discontinuing certain loan purchase and sale operations, 
tightening underwriting of all portfolios, closing all freestanding home loan offices, 
exiting the wholesale lending channel, increasing reliance on Federal Home Loan Bank 
(FHLB) advances, releasing approximately $30 billion in available collateral, issuing $3 
billion and $7 billion in preferred and common stock, respectively, with $4 billion of the 
proceeds infused into WaMu, curtailing dividends from WaMu to the Holding Company 
and from the Holding Company to shareholders, and ceasing option ARM and stated 
income lending. 

In February 2008, as WaMu incurred significant losses, the OTS lowered WaMu’s 
composite CAMELS rating from a “2” to a “3.” In that month, the OTS took informal 
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enforcement action against WaMu by requiring it to adopt a Board Resolution to address 
areas of concern over asset quality, earnings and liquidity. WaMu adopted the Board 
Resolution on March 19, 2008. 

In response to continuing losses and at the OTS’s urging, the Holding Company 
infused WaMu with an additional $3 billion, $2 billion and $500 million in capital in 
April, July and September 2008, respectively. Despite its other problems, WaMu 
remained well capitalized. 

In June 2008, the OTS notified WaMu that OTS would be taking another 
enforcement action. The OTS would require WaMu to enter into a Memorandum of 
Understanding (MOU) as a result of WaMu’s composite “3” rating that was to be 
reported for the examination ending June 30, 2008. The MOU, which the OTS issued on 
September 7, 2008, required WaMu to; (1) correct all findings noted in the June 30, 2008, 
examination by the dates specified; (2) submit a contingency capital plan within 90 days 
and maintain certain capital ratios; (3) submit a three-year business plan to OTS within 30 
days; and (4) certify compliance with the MOU requirements on a quarterly basis. 

On September 18, 2008, the Regional Office provided notice to the Institution that 
its CAMELS Composite and Liquidity ratings were downgraded to a “4.” On September 
25, 2008, the OTS closed WaMu and appointed the FDIC as receiver. WaMu was 
immediately merged with JPMorgan Chase & Co and subsequently operated as part of 
JPMorgan Chase Bank, N.A., Columbus, Ohio. The failure of WaMu resulted in no cost 
to the Deposit Insurance Fund (DIF). 


III. Cause of WaMu’s Failure 

A liquidity crisis was the immediate cause of WaMu’s failure. After the closing 
of IndyMac Bank in July 2008, WaMu’s liquidity became stressed. Cash outflows in July 
and August 2008, primarily related to deposit withdrawals, totaled about $9.1 billion. 
WaMu then began offering deposit rates exceeding competitors’ rates to bring in deposits 
to improve liquidity, resulting in a net inflow of approximately $4.3 billion. However, in 
September 2008, the media speculated about the future of WaMu and a possible sale. 
Another deposit outflow gained momentum, combining with payments on other 
obligations for a net cash outflow of more than $ 1 7.3 billion in 14 business days. The 
largest single day had a net cash outflow of $3 .6 billion. 

During this period of time, Lehman Brothers filed for bankruptcy, Merrill Lynch 
agreed to be acquired by Bank of America, the Federal Reserve Board was bailing out 
American International Group, or AIG, and Fannie Mae and Freddie Mac were placed 
under government conservatorship. The market was extremely anxious; large-dollar, 
uninsured depositors were especially skittish. 

The deposit outflow nearly eliminated WaMu’s ability to meet its needs for 
operating liquidity. As of September 23, 2008, WaMu had only $4.6 billion in cash to 
meet its obligations. Its core earnings were insufficient to supplement its cash base and it 
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depended on borrowings from the FHLB of San Francisco, the FHLB of Seattle and the 
Federal Reserve Bank of San Francisco to meet its funding needs. The FHLB of San 
Francisco had recently decreased the ammmt of daily funding it had been providing to 
WaMu. In addition, market-based funding sources, such as sales of new unsecured debt 
and securitizations, were unavailable. Moreover, most WaMu assets that were not 
already pledged as collateral for borrowings at the FHLBs or the Federal Reserve Bank 
were of either insufficient quality to secure other borrowings or were not readily saleable. 

Poor earnings and asset quality problems created additional liquidity concerns 
because continued deterioration in these areas could have significantly reduced the level 
of available funding sources. Nonetheless, WaMu was well capitalize when it was 
placed into receivership, with reported capital ratios as of June 30, 2008 of 7.07 percent 
core capital and 12.44 percent risk-based capital. These capital ratios were higher than 
they he been in the three prior year-end periods. 


IV. No Cost to Deposit Insurance Fund 

WaMu is the largest bank failure in U.S. history and OTS has been criticized for 
regulating the largest bank that failed. However, it is important to remember the failure 
of WaMu resulted in no cost to the DIF. Also, institutions much larger than Washington 
Mutual — for example, Citigroup and Bank of America — collapsed, but the federal 
government prevented their failures by authorizing open bank assistance. By law, this 
assistance can be granted only to prevent failure. ITiese “too big to fail” institutions are 
not regulated by the OTS. The OTS did not regulate the largest bank that failed; the OTS 
regulated the largest bank that was allowed to fail. 


V. Inspectors General Draft Report 

The inspectors general of the Department of the Treasury and the FDIC have 
investigated the federal regulatory oversight of WaMu and issued a draft audit report of 
their findings. Since the closure of WaMu resulted in no loss to the DIF, a material loss 
review was not mandated under Section 38(k) of the Federal Deposit Insurance Act.' We 
understand, however, that the inspectors general undertook the joint review as an exercise 
in good government. 

After undertaking this review, the inspectors general made one recommendation to 
the OTS, that the agency should use its own internal system to formally track the status of 
examiner recommendations and related thrift corrective actions. 

The OTS concurs with that recommendation and already has systems in place to 
implement it. In October 2007, the OTS added a new follow up function to its internal 
Examination Data System/Reports of Examination (EDS/ROE) to allow examiners and 
other regional staff members to associate dates and comments with matters requiring 
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board attention and other important issues identified by examinations as requiring follow- 
up. Five new reports were added to EDS/ROE to provide staff with the tools necessary to 
monitor follow-up items. This follow-up system is now well populated and actively used 
by staff and monitored by senior man^ement for all OTS-regulated institutions. 


VI. Additional Changes in Policies and Procedures 

OTS is committed to strengthening its supervisory process. As discussed above, 
we fully concur with the single recommendation in the inspectors general draft report. 
Similarly, we have been responsive to recommendations and lessons learned from OTS’s 
own internal failed bank reviews in the past and material loss reviews by Treasury’s 
Inspector General. The OTS has made important changes in policies and procedures 
since the failure of WaMu to better assess the safety and soundness of thrifts and respond 
to risks. 

The agency has developed internal and external guidance to identify and improve 
risk management. The agency released several CEO Letters to the industry, expanding 
guidance in crucial risk areas. Key examples include guidance on best practices for 
estimating allowances for loan and lease losses;^ guidance on asset and liability 
concentrations and related risk management practices;^ guidance regarding accounting 
considerations related to other-than-temporary impairment of securities;'* guidance on 
prudent commercial real estate loan workouts;’ guidance on the supervisory expectations 
for sound interest rate risk management;’ and guidance on sound practices for managing 
funding and liquidity risk.’ 

Internally, the agency has also made structural changes to better manage and 
monitor large banks and problem banks. OTS established the Assistant Deputy Director 
position to improve oversight of the OTS regions. OTS also created a Large Bank Unit, 
headed by the Assistant Deputy Director, to oversee all savings associations with more 
than $10 billion in total assets. The Large Bank Unit hosts quarterly briefings on the 
large bank caseload and is responsible for providing an independent review and rating 
concurrence for all large bank examinations. The group also acts as a liaison between the 
regional offices and senior managers at OTS headquarters in Washington, D.C., for 
significant large bank issues that arise. 


’ OTS CEO Letter 304 
Practices. 

’ OTS CEO Letter 3 11 
■* OTS CEO Letter 320 
’ OTS CEO Letter 325 
‘ OTS CEO Letter 334 
’ OTS CEO Letter 342 
Management. 


- May 27, 2009 - ALLL - Observed Thrift Practices Including Sound Lending 

- July 9, 2009 - Risk Management: Asset and Liability Concentrations. 

- September 3, 2009 - Accounting Considerations Related to OTTT of Securities. 

- October 30, 2009 - Guidance on Prudent Commercial Real Estate Loan Workouts. 

- January 7, 2010 - Interagency Advisory on Interest Rate Risk Management. 

- March 1 7, 2010 - Interagency Policy Statement on Funding and Liquidity Risk 
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One goal of the Large Bank Unit is to ensure consistency between the OTS 
regions in all aspects of examination and supervision for the large bank caseload. The 
Large Bank Unit coordinates extensively with subject matter experts in critical 
disciplines, such as accounting, capital risk, credit risk, information technology, 
compliance with consumer protection laws and regulations, interest rate risk, liquidity risk 
and holding company policy. Coordination with these experts connects policy 
development with examination activities and ensures that new guidance is uniformly 
applied in all key examination activities, including scoping and supervisory planning. 

The OTS has also expanded its program for monitoring problem banks. In 
addition, the agency has established national guidance for regions to hold Enforcement 
Review Committee (ERC) meetings to discuss and approve all informal and formal 
enforcement actions. The ERC guidance also outlines appropriate timeframes for 
enforcement actions to take effect following ratings downgrades. The agency continues 
to hold quarterly high risk briefings about thrifts with elevated or unique risk profiles that 
are at risk of failure. Most recently, the agency improved its examination follow-up 
system to provide staff with automated notifications for all examination and enforcement 
actions that are coming due or are overdue. 

Since the failure of WaMu, the OTS has more than tripled the number of formal 
enforcement actions it has taken each year. As indicated in the table below, the OTS took 
225 formal actions in 2009. By way of comparison there were 47 such actions in 2007 
and 68 in 2008. So far this year the agency has taken 51 formal enforcement actions. 

OTS Formal Enforcement Actions 



2004 

2005 

2006 

2007 

2008 

2009 

2010 fas of 4/051 

Cease and Desist Orders: 

30 

15 

13 

20 

34 

106 

17 

Sunervisorv Asreements: 

14 

16 

15 

7 

8 

30 

5 

Civil Monev Penalties: 

26 

19 

10 

5 

11 

26 

10 

Prompt Corrective Action 
(PCA> Directives: 

1 

1 

0 

2 

3 

18 

11 

Prohibition Orders: 

20 

19 

IS 

13 

12 

45 

8 

TOTALS: 

91 

70 

53 

47 

68 

225 

51 
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OTS also has developed an internal failed bank review program requiring 
completion of a review within 90 days of each thrift failure. The failed bank review 
program is required to identify the causes of failure, develop a chronology of events 
leading to the failure, assess the appropriateness and timeliness of OTS’s supervisory 
actions, and make recommendations for addressing findii^S and correcting supervisory 
weaknesses. The review is required to be independent of the supervisory and 
examination staff that worked directly on the failed institution. 

OTS has also educated staff internally. The agency hosts monthly policy 
conference calls for examiners to highlight key elements of new guidance. The agency 
has released a series of internal memos called New Directions Bulletins to raise staff 
awareness of changes in procedures and to highlight key lessons learned from the 
financial crisis. The agency released 16 bulletins in 2008 and 37 bulletins in 2009. Key 
examples include “Lessons Learned - Failed Thrift Instimtion Review;”* “Failed Thrift 
Institution Review Time Frames;”^ “Examination and Supervision of Mortgage Banking 
Activity;” “Allowance for Loan and Lease Losses - Observed Thrift Practices Including 
‘Better Practices;’ “Regional Enforcement Review Committees;”*^ “Reminder- 
Required Follow-up on Examination Findings;”*^ “Brokered Deposit Restrictions;”’^ 
“Classification of Real Estate Owned;”'* and “Authority to Impose Higher Capital 
Requirements.”'* 

VIL Conclusion 

In conclusion, the OTS supports the work of this Subcommittee to examine the 
causes and consequences of the financial crises in general and the supervision of WaMu 
in particular. The OTS is committed to continually improving its supervision of thrifts. 

Thank you again, Mr. Chairman, Ranking Member Cobum and Members of the 
Subcommittee for the opportunity to testify on behalf of the OTS. 

We look forward to working with the Members of this Subcommittee and to 
reviewing the Subcommittee’s report on this important matter. 


* OTS New Directions Bulletin OS-05. 

’ OTS New Directions Bulletin 08-05a. 

OTS New Directions Bulletin 08-08. 
" OTS New Directions Bulletin 08-11. 
OTS New Directions Bulletin 09-1 la. 
OTS New Directions Bulletin 09-06. 
OTS New Directions Bulletin 9-12. 

” OTS New Directions Bulletin 09-35. 
OTS New Directions Bulletin 09-37. 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00202 Fmt 6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


189 


VerDate Nov 24 2008 


MEMORANDUM 

To: Members of the Permanent Subcommittee on Investigations 

From: Senator Carl Levin, Subcommittee Chairman 
Senator Tom Cobum, Ranking Member 

Date: April 16, 2010 

Re: Wall Street and the Financial Crisis: The Role of Bank Regulators 


On Friday, April 16, 2010, beginning at 9:30 a.m., the Permanent Subcommittee on 
Investigations will hold the second in a series of hearings examining some of the causes and 
consequences of the recent financial crisis. This hearing will focus on the role played by federal 
bank regulators, using as a case history Washington Mutual Bank, the largest bank failure in U.S. 
history. 


Subcommittee Investigation. In November 2008, the Permanent Subcommittee on 
Investigations initiated a bipartisan investigation into some of the causes and consequences of 
the financial crisis. Since then, the Subcommittee has engaged in a wide-ranging inquiry, issuing 
numerous subpoenas; conducting over 1 00 interviews and depositions; and consulting with 
dozens of government, academic, and private sector experts on banking, securities, financial, and 
legal issues. The Subcommittee has also acctimulated and initiated review of over 50 million 
pages of documents, including court pleadings, filings with the Securities and Exchange 
Commission, trustee reports, prospectuses for securities and private offerings, corporate board 
and committee minutes, mortgage transactions and analyses, memoranda, marketing materials, 
correspondence, and email. The Subcommittee has also reviewed documents prepared by or sent 
to or from banking and securities regulators, including bank examination reports, reviews of 
securities firms, enforcement actions, analyses, memoranda, correspondence, and email. 

To provide the public with the results of its investigation, the Subcommittee is holding a 
series of hearings addressing the role of high risk lending, regulators, credit rating agencies, 
investment banks, and others in the financial crisis. These hearings will examine issues related 
to mortgage backed securities, collateralized debt obligations, credit default swaps, and other 
complex financial instruments. After the hearings, a report on the investigation will be prepared. 

Washington Mutual Case History. The initial hearing in the series, on April 13, used 
Washington Mutual Bank as a case study to examine the role of high risk loans in the U.S. 
financial crisis. Headquartered in Seattle, with branches and loan centers across the country, 
Washington Mutual Bank had over 100 years of experience in the home loan business and had 
grown to become the nation’s largest thrift with more than $300 billion in assets, $ 1 88 billion in 
deposits, and 43,000 employees. Washington Mutuals thrift charter required the bank to 
concentrate on home loans and maintain most of its assets in mortgage related activities. Each 
year, it originated or acquired billions of dollars of home loans through multiple channels, 
including loans originated by its own loan officers, loans brought to the bank by third party 
mortgage brokers, and loans purchased in bulk from other lenders or firms. In addition, its 


Permanent Subcommittee on Investigations 

EXHIBIT #la 
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affiliate. Long Beach Mortgage Company (Long Beach), originated billions of dollars in home 
loans brought to it by third party mortgage brokers specializing in subprime lending. 

Washington Mutual kept a portion of its home loans for its own investment portfolio, and 
sold the rest either to Wall Street investors, usually after securitizing them, or to Fannie Mae and 
Freddie Mac. At first, Washington Mutual worked with Wall Street firms to securitize its home 
loans, but later built up its own securitization arm, Washington Mutual Capital Corporation. 

Until 2006, Washington MutuaFs operations were profitable. In 2007, many of its high 
risk loans began experiencing increased rates of delinquency and loss, and after the subprime 
mortgage backed securities market collapsed in September 2007, Washington Mutual was unable 
to sell its subprime loans. In the fourth quarter of 2007, the bank recorded a loss of $1 billion. 

In 2008, Washington Mutuals stock price plummeted against the backdrop of a worsening 
financial crisis, including the forced sales of Countrywide Financial Corporation and Bear 
Steams, government takeover of IndyMac, bankmptcy of Lehman Brothers, taxpayer bailout of 
AIG, and conversion of Goldman Sachs and Morgan Stanley into bank holding companies. In 
the first half of 2008, Washington Mutual lost another $4.2 billion, and its depositors withdrew a 
total of over $26 billion from the bank. On September 25, 2008, Washington Mutual Bank was 
placed into receivership by its primary regulator and was immediately sold to JPMorgan Chase 
for $1.9 billion. 

Washington Mutual’s Regulators. Washington MutuaFs primary federal regulator was 
the Office of Thrift Supervision (OTS). OTS was created in 1 989, in response to the savings and 
loan crisis to charter and regulate the thrift industry. It is part of the U.S. Department of the 
Treasury and headed by a Presidentially-appointed Director. Like other bank regulators, OTS is 
charged with ensuring the safety and soundness of the financial institutions it oversees. Its 
operations are funded through semiannual fees assessed on the institutions it regulates, with the 
fee amount based on the size, condition, and complexity of each institution’s portfolio. 
Washington Mutual provided 12-15% of OTS revenue from 2003 to 2008. 

OTS supervises its thrifts through four regional offices led by a Regional Director, 
Deputy Director, and Assistant Director. The regional offices assign an Examiner In Charge, 
supported by other examination personnel, to each thrift. OTS currently oversees about 765 
thrift-chartered institutions. In all, approximately three-quarters of the OTS workforce reports to 
the four regional offices, while the remaining quarter works at the OTS Washington 
headquarters. Washington Mutual was supervised by the West Region whose office was, 
through the end of 2008, based in Daly City, California. 

In addition to OTS, Washington Mutual was regulated by the Federal Deposit Insurance 
Corporation (TDIC). The mission of the FDIC is to maintain stability and public confidence in 
the nation’s financial system by insuring deposits, examining and supervising financial 
institutions for safety and soundness and consumer protection, and managing failed institutions 
placed into receivership. To carry out these responsibilities, FDIC has backup supervisory 
authority over approximately 3,000 federally insured depository institutions whose primary 
regulators are the OTS, Office of the Comptroller of the Currency, or Federal Reserve. The 
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Deposit Insurance Fund is financed through fees assessed on the insured institutions, with 
assessments based on the amount of deposits requiring insurance and the degree of risk posed by 
each institution to the insurance fund. 

For the eight largest institutions, the FDIC assigns at least one Dedicated Examiner to 
work on-site at the institution. The examinefs obligation is to evaluate the institution’s risk to the 
Deposit Insurance Fund and work with the primary regulator to lower that risk. The FDIC has 
entered into a 2002 inter-agency agreement with the primary bank regulators to facilitate and 
coordinate their respective oversight obligations and ensure the FDIC is able to protect the 
Deposit Insurance Fund. Pursuant to that agreement, the FDIC may request to participate in 
examinations of large institutions or higher risk financial institutions, recommend enforcement 
actions to be taken by the primary regulator, and if the primary regulator fails to act, take its own 
enforcement action with respect to an insured institution. Washington Mutual had a FDIC- 
assigned Dedicated Examiner who worked with OTS examiners to oversee the bank. 

Federal bank regulators have a wide range of informal and formal enforcement actions 
that may be used to ensure the safety and soundness of a financial institution. Informal 
enforcement actions, which are not made public, include issuing examination findings to the 
bank and both recommending and requiring corrective action, notifying the Board of problems, 
and requiring the Board to issue a resolution with commitments for corrective actions. Formal 
enforcement actions, which become public, include requiring the bank to enter into a 
Memorandum of Understanding with commitments for corrective action, imposing monetary 
fines, issuing cease and desist orders, and removing bank personnel. 

The Examination Process. The stated mission of the OTS is“[t]o supervise savings 
as.sociations and their holding companies in order to maintain their safety and soundness and 
compliance with consumer laws, and to encourage a competitive industry that meets Americsfs 
financial services needsl’ The OTS Examination Handbook, in section 10.2, requires“(p]roactive 
regulatory supervisiori’with a focus on evaluation of future needs and potential risks to ensure the 
success of the thrift system in the long term.” 

To carry out its mission, OTS traditionally conducted an examination of its thrifts every 
12-18 months and provided the results in an annual Report of Examination (‘ROE’). In 2006, 

OTS initiated a“continuous exarri’ program for its largest thrifts, requiring its examiners to 
conduct a series of specialized examinations during the year with the results from all of those 
examinations included in an annual ROE. The Examiner in Charge led the examination 
activities which were organized around a rating system called CAMELS that is used by all 
federal bank regulators. The CAMELS rating system evaluates a banks: (C) capital adequacy, 
(A) asset quality, (M) management, (E) earnings, (L) liquidity, and (S) sensitivity to market risk, 
CAMELS ratings use a scale of 1 to 5, with 1 being the best rating and 5 the worst. In the annual 
ROE, OTS provided its thrifts with an evaluation and rating for each CAMELS component, as 
well as an overall composite rating on the banks safety and soundness. 

At Washington Mutual, OTS examiners conducted both on-site and off-site activities to 
review bank operations, and maintained frequent communication with bank management through 
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emails, telephone conferences, and meetings. Washington Mutual formed a Regulatory 
Relations office charged with overseeing its interactions with OTS, the FDIC, and other 
regulators. During the year, OTS examiners issued“6ndmgs memos,”which set forth particular 
examination findings, and required a written response and corrective action plan from 
Washington Mutual management. The findings ranged from“observationsrto‘teconimendations,” 
to‘hriticisms;’ The most serious findings were elevated to the Washington Mutual Board of 
Directors through designation as a Matter Requiring Board Attention (MRBA). MRBAs were 
set forth in the ROE and presented to the Board in an aimual meeting attended by OTS and FDIC 
personnel. Washington Mutual tracked OTS findings and its responses through its Enterprise 
Issue Tracking System (ERICS’). In a departure from its usual practice, OTS did not maintain a 
separate tracking system but simply relied on Washington Mutuafs ERICS system to identify 
past examination findings and the banks responses. 

The FDIC also examined Washington Mutual, relying primarily on the examination 
findings and ROEs developed by OTS. The FDIC assigned its own CAMELS ratings to the 
bank. In addition, for institutions with assets of $10 billion or more, the FDIC has established 
the Large Insured Depository Institutions (‘LIDI’) Program to assess and report on emerging risks 
that may pose a threat to the Deposit Insurance Fund. Under this program, the Dedicated 
Examiner and other regional case managers perform ongoing analysis of emerging risks within 
each insured institution and assign a quarterly risk rating, using a scale of A to E, with A being 
the best rating and E the worst. In addition, senior FDIC analysts within the Complex Financial 
Institutions Branch analyze specific bank risks and develop supervisory strategies. 

Washington Mutual’s Examination History. From 2003 to 2008, OTS repeatedly 
identified significant problems with Washington Mutuals lending practices, risk management, 
and asset quality, and requested corrective action. Washington Mutual promised year after year 
to correct identified problems, but failed to do so. OTS failed to respond with meaningful 
enforcement action, resisted FDIC recommendations for stronger measures, and even impeded 
FDIC examination efforts. 

OTS findings memoranda and ROEs repeatedly identified serious underwriting and risk 
management deficiencies at Washington Mutual. OTS elevated these issues to Washington 
Mutuafs board by issuing MRBAs on underwriting deficiencies every year from 2003-2008. For 
most of those years, OTS determined that either Single Family Residential loan underwriting at 
Washington Mutual or subprime underwriting at Long Beach was’Iess than satisfactory!’ It also 
issued MRBAs on the need for stronger risk management from 2004-2008. In 2007, an OTS 
examiner noted that WaMu had nine different compliance officers in the past seven years, and 
that‘Xt]his amount of turnover is very unusual for an institution of this size and is a cause for 
concern!* 


* Draft OTS Exam Findings Memo, “Compliance Management Program,” May 3 1 , 2007, Franklin_Benjamin- 
00020408 001. 
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In January 2005, Washington Mutual made a strategic decision to shift its focus from low 
risk fixed rate and government-backed loans to higher risk subprime, home equity, and Option 
ARM loans. OTS examiners expressed concern about but did not restrict a number of high risk 
lending practices at the bank, including accepting stated income loans without verifying the 
borrowef s assets or ability to repay the loan, low documentation loans, loans with low FICO 
scores and high loan-to-value ratios, loans that required interest only payments, and loan 
payments that did not cover even the interest owed, much less the principal.^ When one OTS 
examiner attempted to restrict'tJo Income No Asset (NINA loans)’ in which the lender did not 
have to verify information about a borrower’s income or assets, the OTS West Region overruled 
him and ignored an OTS policy official in Washington, D.C., discouraging use of such loans, 
calling him a"ione rangef within the agency. 

When Washington Mutual announced its shift to higher risk loans, OTS examiners 
observed that robust risk management practices would be necessary to function as a check and 
balance on the high-risk lending strategy. Yet from 2005 through 2008, OTS examiners 
consistently found Washington Mutuals risk management practices lacking. In addition, as noted 
above, throughout this period, OTS examiners continuously criticized Washington Mutuals 
underwriting standards and practices as‘1ess than satisfactory’ and the amount of underwriting 
errors as'higher than acceptable;’ OTS also observed over the years loans with erroneous or 
fraudulent information, loans that did not comply with the banks credit requirements, or loans 
that contained other problems. Notwithstanding the many control weaknesses the banks 
underwriting and risk management practices, OTS examiners took no action to bring about 
change in these areas. 

OTS examiners were also aware that many Washington Mutual and Long Beach loans 
were brought to the bank by third party mortgage brokers or lenders over which the bank 
exercised weak oversight, but again took little action. For example, when OTS examiners noted 
in a 2007 findings memo that Washington Mutual had only 14 full-time employees overseeing 
over 34,000 third-party brokers, the examiners made only the following observation: “Given the . 

. . increase in fraui early payment defaults, first payment defaults, subprime delinquencies, etc., 
management should re-assess the adequacy of staffing!* Washington Mutual management 
agreed with the finding, but provided no corrective action plan, stating only that“[s]taffing needs 
are evaluated continually and adjusted as necessary!’ 

In 2006, due to increasing concerns about lax lending practices and exotic high-risk 
mortgages, federal bank regulators worked together to draft inter-agency guidance on 


’ See, e.g., OTS Report of Examination for Washington Mutual Bank, March 14, 2006, at 19, OTSWMEF- 
0000047030 (“We believe the level of delinquencies, if left unchecked, could erode the credit quality of the 
portfolio. Our concerns are increased when the risk profile of the portfolio is considered, including concentrations 
in Option ARMS to higher-risk borrowers, in low and limited documentation loans, and loans with subprime or 
higher-risk characteristics. We are concerned fiirther that the current market environment is masking potentially 
higher credit risk.”). 

’ OTS Examination Findings Memo, “Broker Credit Administration,” June 7, 2007, Hedger_Ann-00027930_00 1 . 
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nontraditional mortgage products (NTM guidancd). During the drafting process, OTS argued for 
less stringent lending standards than other regulators were advocating, using data supplied by 
Washington Mutual in order to protect the banlfs loan volume. Once the guidance was issued in 
October 2006, while other bank regulators told their institutions that they were expected to come 
into immediate compliance, OTS took the position that compliance was something institutions 
‘aiould’do, not something they'tausf do, and allowed its thrifts over a year to comply. 

For example, the NTM guidance required banks to evaluate a borrowef s ability to repay a 
mortgage using a fully-indexed interest rate and fully-amortized payment amount. Washington 
Mutual, after learning that compliance with that requirement would lead to a 33% drop in loan 
volume due to borrowers who would no longer qualify for the loans, determined to‘hold[] off on 
implementation until required to act for public relations, .or regulatory reasons!^ OTS allowed 
Washington Mutual to continue qualifying borrowers using lower loan payment amounts for 
another year, resulting in the banks originating many Option ARM loans that would later suffer 
significant losses. 

OTS justified its regulatory stance in part by pointing to Washington Mutuafs profits and 
low level of mortgage delinquencies during the height of the mortgage boom, reasoning that the 
tack of losses made it difficult to require the bank to reduce the risks threatening the banks safety 
and soundness. The OTS Examiner in Charge put it this way in a 2005 email: ‘It has been hard 
for us to justify doing much more than constantly nagging (okay, ‘chastising) through ROE and 
meetings, since they have not been really adversely impacted in terms of losses!* Another 
examiner concerned about the bank expressed her frustration this way; “fm not up for the fight or 
the blood pressure problems. ... It doesn’t matter that we are right . . . They [Washington 
Mutual] aren’t interested in our ‘opinion^ of the program. They want black and white, violations 
or not!^ 


FDIC evaluations of Washington Mutual were consistently more negative than those of 
the OTS, with LIDI ratings that showed a higher degree of bank risk than OTS CAMELS ratings 
indicated, creating friction between the two agencies. In 2006, OTS began to exclude FDIC staff 
from active bank oversight by limiting the number of staff allowed on site, temporarily 
disrupting FDIC access to office space and bank information, and refusing to allow FDIC to 
review loan files, even for higher risk loans that could affect the FDICs assessment of insurance 
fees on Washington Mutual or pose a threat to the deposit insurance fund. In February 2007, 
OTS refused to allow the FDIC to review loan files to evaluate Washington Mutuals compliance 
with the NTM guidance. In April 2007, when FDIC officials raised the issue with the OTS West 
Region Director, he disclosed for the first time to the FDIC that OTS was allowing the bank 
additional time to comply with the guidance before conducting file reviews. 


* Email from Ron Cathcart to David Schneider, dated March 1 9, 2007, JPM_WM0257 1 598. 

EIC Lawrence Carter email to West Region Deputy Director Darrel Dochow, Sept. 15, 2005, OTSWMS05-002 
0000535. 

" Email from Mary Suzanne Clark to EIC Ben Franklin, dated June 3, 2007, OTSWMS07-0 1 3 0002576, 
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When asked why the FDIC did not use its independent enforcement authority at 
Washington Mutual, one senior FDIC official told the Subcommittee that the agency had never 
used that authority because its fellow banking agencies would view an independent enforcement 
action as'hn act of waf-an invasion of their regulatory turf that would irreparably harm the 
FDICs working relationships with those agencies. Rather than take independent enforcement 
action, the FDIC had restricted itself to urging action by the primary bank regulator. 

In July 2007, U.S. financial markets took a turn for the worse. Credit rating agencies 
suddenly downgraded hundreds of subprime mortgage backed securities, including over 40 Long 
Beach securities, and the subprime market collapsed. Washington Mutual was suddenly stuck 
with billions of dollars in unmarketable subprime loans and securities, and reported a $1 billion 
loss in the fourth quarter of 2007. In late February 2008, OTS downgraded Washington Mutual 
for the first time, changing its CAMELS rating from a 2 to a 3, signifying a troubled bank. At 
that point, consistent with its own practice, OTS should have concomitantly issued an 
enforcement action, but did not do so. Washington Mutual lost another $1 billion in the first 
quarter of 2008, and $3.2 billion in the second quarter. Its stock price plummeted, and depositors 
began withdrawing substantial sums. 

In March 2008, at the urging of the FDIC, Washington Mutual invited potential buyers of 
the bank to review its information. Several institutions responded, and JPMorgan Chase made an 
offer which Washington Mutual turned down. The bank raised additional capital of $7 billion 
instead to reassure the market. In July 2008, IndyMac, another thrift with high risk loans, failed 
and was taken over by the FDIC. In response, Washington Mutual depositors began to withdraw 
more funds from the bank, eventually removing over $9 billion, 

During this liquidity run on the bank, the FDIC formally challenged the OTS CAMELS 
rating, advocating a downgrade to a 4, indicating significant concern about the banks long-term 
viability. The two agencies argued amongst themselves over the rating for weeks during the 
summer of 2008, as the banks condition continued to deteriorate. Finally, in September 2008, as 
the FDICs judgment of Washington Mutuals risk profile became more severe, the FDIC 
independently downgraded the bank to a 4. In response, mere days before the banks failure, 

OTS agreed to the 4 rating. In addition, on September 7, 2008, OTS took its first formal 
enforcement action, requiring the bank to enter into a Memorandum of Understanding. Even 
then, the MOU did not require the bank to strengthen its lending or risk management practices, 
instead directing it to hire a consultant to revise its business plan. FDIC contributed the strongest 
measure, requiring development of a plan to increase the banks capital. Apart from the 
capitalization plan, OTS” Chief Operating Officer described the MOU as a‘benign supervisory 
documentl’ 

After Washington Mutual failed, the OTS Examiner in Charge at the bank expressed his 
frustration with the role played by the bank regulators, writing to an OTS colleague: “You know, 

I think that once we (pretty much all the regulators) acquiesced that stated income lending was a 
reasonable thing, and then compounded that with the sheer insanity of stated income, subprime, 
100% CLTV [Combined Loan-to-Value], lending, we were on the figurative bridge to nowhere. 
Even those of us that were early opponents let ourselves be swayed somewhat by those that 
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accused us of being ‘chicken little' because the losses were slow in coming, and letfts not forget 
the mantra that ‘our shops have to make these loans in order to be competitive^. I will never be 
talked out of something I know to be fundamentally wrong ever again! f 

els’ failure to act allowed Washington Mutual to engage in unsafe and unsound practices 
that cost borrowers their homes, led to a loss of confidence in the bank, and sent hundreds of 
billions of dollars of toxic mortgages into the financial system with its resulting impact on 
financial markets at large. 

Findings. Federal bank regulators are supposed to ensure the safety and soundness of 
individual U.S. financial institutions and, by extension, the U.S. banking system. Washington 
Mutual was just one of many financial institutions that federal banking regulators allowed to 
engage in such high risk home loan lending practices that they resulted in bank failure and 
damage to financial markets. The ineffective role of bank regulators was a major contributor to 
the 2008 financial crisis that continues to afflict the U.S. and world economy today. 

Based upon the Subcommittee’s ongoing investigation, we make the following findings of 
fact regarding the role of federal regulators in the Washington Mutual case history. 

(1) Largest U.S. Bank Failure. From 2003 to 2008, OTS repeatedly identified significant 
problems with Washington Mutuafs lending practices, risk management, and asset 
quality, but failed to force adequate corrective action, resulting in the largest bank failure 
in U.S. history. 

(2) Shoddy Lending and Securitization Practices. OTS allowed Washington Mutual and 
its affiliate Long Beach Mortgage Company to engage year after year in shoddy lending 
and securitization practices, failing to take enforcement action to stop its origination and 
sale of loans with fraudulent borrower information, appraisal problems, errors, and 
notoriously high rates of delinquency and loss. 

(3) Unsafe Option ARM Loans. OTS allowed Washington Mutual to originate hundreds of 
billions of dollars in high risk Option Adjustable Rate Mortgages, knowing that the bank 
used unsafe and unsound teaser rates, qualified borrowers using imrealistically low loan 
payments, permitted borrowers to make minimum payments resulting in negatively 
amortizing loans (i.e. , loans with increasing principal), relied on rising house prices and 
refinancing to avoid payment shock and loan defaults, and had no realistic data to 
calculate loan losses in markets with flat or declining house prices. 

(4) Short Term Profits Over Long Term Fundamentals. OTS abdicated its responsibility 
to ensure the long-term safety and soundness of Washington Mutual by concluding that 


' OTS Etc Benjamin Franklin email to OTS Examiner Thomas Constantine, Oct. 7, 2008, Franklin Benjamin- 
00034415. 
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short-term profits obtained by the bank precluded enforcement action to stop the banks 
use of shoddy lending and securitization practices and unsafe and unsound loans. 

(5) Impeding FDIC Oversight. OTS impeded FDIC oversight of Washington Mutual by 
blocking its access to bank data, refusing to allow it to participate in bank examinations, 
rejecting requests to review bank loan files, and resisting FDIC recommendations for 
stronger enforcement action. 

(6) FDIC Shortfalls. FDIC, the backup regulator of Washington Mutual, was unable to 
conduct the analysis it wanted to evaluate the risk posed by the bank to the Deposit 
Insurance Fund, did not prevail against unreasonable actions taken by OTS to limit its 
examination authority, and did not initiate its own enforcement action against the bank in 
light of ongoing opposition by the primary federal bank regulators to FDIC enforcement 
authority. 

(7) Recommendations Over Enforceable Requirements. Federal bank regulators 
undermined efforts to end unsafe and unsound mortgage practices at U.S. banks by 
issuing guidance instead of enforceable regulations limiting those practices, failing to 
prohibit many high risk mortgage practices, and failing to set clear deadlines for bank 
compliance. 

(8) Failure to Recognize Systemic Risk. OTS and FDIC allowed Washington Mutual and 
Long Beach to reduce their own risk by selling hundreds of billions of dollars of high risk 
mortgage backed securities that polluted the financial system with poorly performing 
loans, undermined investor confidence in the secondary mortgage market, and 
contributed to massive credit rating downgrades, investor losses, disrupted markets, and 
the U.S, financial crisis. 

(9) Ineffective and Demoralized Regulatory Culture. The Washington Mutual case 
history exposes the regulatory culture at OTS in which bank examiners are frustrated and 
demoralized by their inability to stop unsafe and unsound practices, in which their 
supervisors are reluctant to use formal enforcement actions even after years of serious 
bank deficiencies, and in which regulators treat the banks they oversee as constituents 
rather than arms-length regulated entities. 
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Washington Mutual Practices That Created 
A Mortgage Time Bomb 

• Targeting Higher Risk Borrowers 

• Steering Bon'owers to Higher Risk Home Loans 

• Increasing Sales of High Risk Home Loans to Wall Street 

• Offering Teaser Rates 

• Offering Interest Only and “Pick a Payment” Loans 

• Offering Negative Amortizing Loans 

• Not Verifying Income (Accepting Stated Income or “Liar” Loans) 

• Requiring Low or No Documentation 

• Qualifying Borrowers By Ability to Make Initial Low' Payments 

• Ignoring Signs of Fraudulent Borrower Information 

• Presuming Rising Home Prices 'W'hen Approving Loans 

• Making Loans That Are Dependent on Refinancing to Work 

• Using Lax Controls over Loan Approvals 

• Offering Higher Pay for Making Higher Risk Home Loans 

• Offering Higher Pay for Charging Excess Interest Rates or Points 

• Rewarding Employees for Loan Volume over Loan Quality 

• Securitizing Home Loans Identified as Likely to Fail 

• Securitizing Home Loans Identified as Fraudulent 


Prepared by U.S. Senate Permanent Subcommiuee on Invcsiigattons, April 2010 
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Office of Thrift Supervision Comments On WaMu and Long Beach 
Underwriting/Lending Deficiencies 


2004: 

• “Underwriting . . . remains less than satisfactory.” September 2004 

• “[N]ot . . . successful in effecting change.” September 2004 

2005: 

• “[U]nderwriting exceptions [are] evidence [of] lack of compliance with bank policy.” June 2005 

• “[Djeficiencies, if left unchecked, could erode the credit quality of the portfolio. Our concerns are 
increased with the risk profile of the portfolio.” August 2005 

• “[D]eterioration in these [Long Beach] older securitizations is not unexpected.” October 2005 

2006: 

• “[Clontinuing w'eakness in . , . loan underwTiting at Long Beach.” March 2006 

• “[NJumerous instances of underwriter exceeding underwriting guidelines . . . [and] errors.” May 
2006 

2007; 

• “[T]oo much emphasis was placed on loan production ... at the expense of loan quality.” September 
2007 

• “[S]ubprime underwriting practices remain less than satisfactory.” September 2007 

• “[U]nderwriting exceptions and errors remain above acceptable levels.” September 2007 

2008: 

• “[N]ot in compliance with the Interagency Guidance on Nontraditional Mortgages.” June 2008 

• “High SFR [single family residential loan] losses due in part to . . . poor underwriting.” July 2008 

• “[AJctions should have been taken sooner.” July 2008 

Prepared by U.S. Senate Permanent Subcommittee on investigations, April 2010 
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Excerpts from Documents Showing OTS Repeatedly Identified 
Washington Mutual and Long Beach Underwriting/Lending Deficiencies 


2004 

“Underwriting of SFR loans remains less than satisfactory.” One of the three causes of underwriting 
deficiencies was “a sales culture focused on building market share.” 2004 Report of Examination (ROE), 
9/13/04, OTSWMS04-0000001497. (Full exhibit sealed.) 

“Notwithstanding satisfaotoiy asset quality overall, some areas still require focused management and Board 
attention. Most important is the need to address weaknesses in single-family residential (SFR) underwriting, 
which is an ongoing issue from prior exams.” 2004 ROE, 9/13/04, OTSWMS04-0000001492. (Full exhibit 
sealed.) 

“The level of SFR underwriting exceptions in our samples has been an ongoing examination issue for several 
years and one that management has found difficult to address.” Field Visit ROE, 10/18/04, OTSWMEF- 
00000047576. (Full exhibit sealed.) 

“[Residential Quality Assurance]’s review of 2003 originations disclosed critical error rates as high as 57.3 
percent of certain loan samples, thereby indicating that SFR underwriting still requires much improvement, 
While this group has appropriately identified underwriting deficiencies, it has not been as successful in 
effecting change.” 2004 ROE, 9/13/04, OTSWMS04-000001498, (Full exhibit sealed.) 

2005 

“SFR Loan Underwriting - This has been an area of concern for several exams. As management continues 
to make change in organization, staffing, and structure related to SFR loan underwriting, delays in meeting 
target dates become inevitable. The board should closely monitor these delays to ensure they do not become 
protracted.” MRBA, OTS Letter to Washington Mutual Board of Directors, 2/7/05, OTSWMEF- 
0000047591. (Full exhibit sealed.) 

“[Securitizations] prior to 2003 have horrible performance. . . . LBMC finished in the top 12 worst 
annualized [Net Credit Losses] in 1997 and 1999 thru 2003. ... At 2/05, LBMC was #1 with a 12% 
delinquency rate. Industry was around 8.25%." Internal OTS email, 4/14/05, OTSWMEOS-012 0000806. 
Exhibit 19. 

“We continue to have concerns regarding the number of underwriting exceptions and with issues that 
evidence lack of compliance with Bank policy.” OTS Exam Findings Memo, 6/3/05, “Single Family 
Residential Home Loan Review,” OTSWME05-004 0000392. Exhibit 26. 

“[W]e remain concerned with the number of underwriting exceptions and with issues that evidence lack of 
compliance with bank policy .... [Tjhe level of deficiencies, if left unchecked, could erode the credit quality 
of the portfolio. Our concerns are increased with the risk profile of the portfolio is considered, including 
concentrations in Option ARM loans to higher-risk borrowers, in low and limited documentation loans, and 
loans with subprime or higher-risk characteristics. We are concerned further that the current market 
environment is masking potentially higher credit risk.” 2005 ROE, 8/29/05, OTSWMS05-004 0001794. 

(Full exhibit sealed.) 
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“Older securitizations of [LBMC] continue to have some issues due to previously known underwriting issues 
in some vintages. The deterioration in these older securitizations is not unexpected.” 2005 Holding 
Company Field Visit ROE, 10/3/05, OTSWMS06-010 00002532. (Full exhibit sealed.) 

2006 

“During the prior examination, we noted numerous instances of underwriters exceeding underwriting 
guidelines, errors in income calculations, errors in debt-to-income (DTI) calculations, lack of sufficient 
mitigating factors for credit-quality related issues, and insufficient title insurance coverage on negative 

amortization loans [UJnderwriting errors [] continue to require management’s attention.” OTS Exam 

Findings Memo, 5/23/06, “Home Loan Underwriting,” OTSWMS06-008 0001299. Exhibit 33. 

“Overall, we concluded that the number and severity of underwriting errors noted remain at higher than 
acceptable levels.” OTS Exam Findings Memo, 5/25/06, “Loan Underwriting Review - Long Beach 
Mortgage ” OTSWMS06-008 0001243. Exhibit 35. 

“Subprime underwriting practices remain less than satisfactory. . . .[T]he number and severity of 
underwriting exceptions and errors remain at higher than acceptable levels. . . . The findings of this 
judgmental sample are of particular concern since loans with risk layering . . . should reflect more, rather 
than less, stringent underwriting. Borrowers in this category generally have debt ratios that are near the 
maximum rations allowed by LBMC’s policy; thus, any DTI ratio calculation errors made by LBMC 
underwriters for such borrowers are likely to push these loans outside LBMC’s underwriting guidelines for 
DTI ratios.” 2006 ROE, 8/29/06, OTSWMS06-008 0001680. (Full exhibit sealed.) 

2007 

“Underwriting policies, procedures, and practices were in need of improvement, particularly with respect to 
stated income lending. Based on our current findings, and the fact that a number of similar concerns were 
raised at prior examinations, we concluded that too much emphasis was placed on loan production, often at 
the expense of loan quality.” 2007 ROE, 9/18/07, OTSWMEF-0000046679. (Full exhibit sealed.) 

“Based on our review of 75 subprime loans originated by LBMC, we concluded that subprime underwriting 
practices remain less than satisfactory .... Given that this is a repeat concern and MRBA, we informed 
management that underwriting must be promptly corrected, or heightened supervisory action would be taken, 
including limiting the Bank's ability to continue SFR subprime underwriting.” 2007 ROE, 9/1 8/07, 
OTSWMEF-0000047146. (Full exhibit sealed.) 

2008 

“High SFR losses due in part to downturn in real estate market but exacerbated by: geographic 
concentrations, risk layering, liberal underwriting policy, poor underwriting.” OTS Presentation to WaMu 
Board of Directors based on Comprehensive Examinations, 7/15/08, Poiakoff_Scott-00061303_007. Exhibit 
12 . 

“Discontinuing higher risk lending and tightened underwriting policy should improve asset quality; however, 
actions should have been taken sooner.” OTS Presentation, 7/15/08, Polakoff_Scott“00061303_012. Exhibit 
12 . 
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Excerpts from Documents Showing OTS Repeatedly Identified 
Washington Mutual apd Long Beach Risk Management Deficiencies 


2004 

“Board oversight and management performance has been satisfactory . . . but . . . increased operational 
risks warrant prompt attention. These issues limit the institution’s flexibility and may threaten its ability 
to remain competitive and independent,” 2004 Report of Examination (ROE), 9/13/04, OTSWMS04- 
0000001504. (Full exhibit sealed.) 

“[P]rimary risks associated with Long Beach Mortgage Company remain regulatoiy risk, reputation risk, 
and liquidity of the secondary market in subprime loans.” 2004 Holding Company ROE, 4/5/04, 
OTSWMEF-0000047477. (Full exhibit sealed.) 

“Ensure cost-cutting measures are not impacting critical risk management areas.” 2004 ROE, 9/13/04, 
OTSWMS04-000001488. (Full exhibit sealed.) 

2005 

“Monitor and obtain reports from management on status of [Enterprise Risk Management] in terms of 
effectiveness and resource adequacly. . . . ERM provides an important check and balance on the 
company's profit-oriented units and warrants ongoing strong Board commitment given the institution’s 
current strategic direction.” MRBA, 2005 ROE, 8/29/05, OTSWMS05-004 0001783. (Full exhibit 
sealed.) 

“Until full exception data collection, reporting, and follow-up processes are in place and stabilized, senior 
management and the Board cannot fully assess whether quality assurance processes are having a 
meaningful impact on line activities, including loan underwriting. We are particularly concerned with the 
establishment of good quality assurance process for SFR underwriting, which has been an issue for the 
past several examinations.” 2005 ROE, 8/29/05, OTSWMS05-004 0001792. (Full exhibit sealed.) 

“We criticized the lack of Trend and Dashboard Report to senior management and the board, without 
which it is impossible to determine whether line functions are performing acceptably and, more 
specifically, whether the quality assurance process is having a meaningful impact on improving loan 
underwriting.” 2005 Field Visit ROE, 10/3/05, OTSWMEF-0000047602. (Full exhibit sealed.) 

2006 

“Continue to monitor and obtain reports from management on the status of ERM to ensure its 
effectiveness and adequacy of resources, , . . ERM should provide an important check and balance on 
profit-oriented units . . . particularly given the bank's current strategy involving increased credit risk.” 
MRBA, 2006 ROE 8/29/06, OTSWMS06-008 0001671 . (Full exhibit sealed.) 

“Within ERM, fraud risk management at the enterprise level is in the early stage of development.” 2006 
ROE, 8/29/06, OTSWMS06-008 0001687. (Full exhibit sealed.) 
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2007 

“Risk management practices in the HLG (Home Loans Group) during most of the review period were 
inadequate .... We believe that there were sufficient negative credit trends that should have elicited more 
aggressive action by management with respect to limiting credit exposure. In particular, as previously 
noted, the risk misrepresentation in stated income loans has been generally reported for some time. This 
information should have led management to better assess the prudence of state income lending and curtail 
riskier products well before we indicated during this examination that we would limit the Bank’s ability 
to continue such lending.” 2007 ROE, 9/18/07, OTSWMEF-0000046681. (Full exhibit sealed.) 

“Board oversight and management’s performance was less than satisfactory. . . . Contributing factors 
should have been more proactively managed by the Board and management. The most significant of 
these factors include Matters Requiring Board Attention that were noted in prior examinations but were 
not adequately addressed, including ... an ERM function that was not fully effective.” 2007 ROE, 

9/1 8/07, OTSWMEF-0000046690. (Full exhibit sealed.) 

“The ERM function has been less than effective for some time. . . . ERM has not matured in a timely 
manner and other ERM functions have been generally ineffective.” 2007 ROE, 9/18/07, OTSWMEF- 
0000046691. (Full exhibit sealed.) 

2008 

“Poor financial performance due in part to market conditions; however, performance exacerbated by 
conditions within management’s control: poor underwriting quality, geographic concentrations in 
problem markets, liberal underwriting policy, risk layering.” OTS Presentation to WaMu Board of 
Directors based on Comprehensive Examinations, 7/15/08, Polakoff_Scott-00061303_027. Exhibit 12. 

“An adequate [Enterprise Risk Management] function still does not exist although this has been an 
MRBA for some time.” OTS Presentation, 7/15/08, Polakoff_Scott-00061303_028, Exhibit 12. 
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Excerpts from Documents Showing 
Slow and Weak OTS Enforcement at Washington Mutual 


2003 

“It is clear from my experience that changes seem to progress slowly at WaMu so I don’t know if we can 
expect faster progress .... If any target is missed, as happens at WaMu, then we may not be in a position 
to determine the effectiveness of the corrective actions.” Email from Dennis Fitzgerald, OTS Examiner, 
to Lawrence Carter, 6/27/03, OTSWEM04-0000006748. Exhibit 15. 

2004 

“In any event, a paragraph very clearly tells WaMu they need to identify originated subprime in both 
home and consumer loans and demonstrate compliance with the interagency policy .... Ken Kroemer 
from the FDIC is pushing toward some arbitrary FICO score cutoff and I think he is going to hit a brick 
wall. I’d like us to have our ducks in order so we can head him off at the pass.” Email from Lawrence 
Carter to Benjamin Franklin, et al, 4/8/04, Franklin_Benjamin-0000!837_001, Exhibit 1 8. 

2005 

“The response looks good. They agree to take all action required to correct the problem. The Target 
Completion Dates are not real timely but fine for WaMu.” Email from Verlin Campbell, OTS Examiner, 
to Zalka Ancely, OTS Examiner, 6/8/2005, OTSWME05-003 0000634. Exhibit 29, 

“Agree, but I think this is Just one of several symptoms of the ongoing broader problem of getting their 
house in order from an underwriting standpoint. It has been hard for us to justify doing much more than 
constantly nagging (okay, "chastising'') through ROE and meetings, since they have not been really 
adversely impacted in terms of losses." Email from Lawrence Carter to Darrel Dochow, September 15, 
2005, OTSWMS05-002 0000535, Exhibit 6. 

“While we may (and have) questioned the reasonableness of these standards, they are all we have at this 
time. If our tolerance for some reason is now a lot lower than our handbook standards, it would be nice to 
have this clarified. ... Obviously, we should have higher expectations for ... a subprime portfolio, ... It 
would be nice if they could meet even higher expectations, but that would require us to agree on what the 
standard should be.” Email from Lawrence Carter to Benjamin Franklin, Darrel Dochow, and Gail Croil, 

1 1/21/05, OTSEMS05-004 0001911. Exhibit 30. 

2006 

“The letter seems okay. They obviously want to leave it a little squishy, of course, on the growth plans, 
but at least they make a firm commitment to clean up the underwriting issues. At some level, it seems we 
have to rely on our relationship and their understanding that we are not comfortable with current 
underwriting practices and don’t want them to grow significantly without having the practices cleaned up 
first.” Email from Lawrence Carter to Darrel Dochow, 1/27/06, OTSWMS06-008 0001082. Exhibit 32. 
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“Good news - John was able to get the OTS to see the light and revise the Underwriting rating to a 
Recommendation.” Email from Wayne Pollack, SVP at WaMu, to David Schneider, et ai, 5/30/06, 
JPM_WM02619434. Exhibit 34. 

“OTS confirmed today that they will re-issue this memo without the ‘Criticism.’ It will be a 
‘Recommendation.’” Email from John Robinson, VP of Regulatory Relations at WaMu, to colleagues, 
5/30/06, JPM_WM02619435. Exhibit 34, 

“. . . [W]e feel that the few negative things we have brought up through findings memos and meetings, 
while important to keep in front of management, are not so serious they wipe out all the right things the 
institution is doing in all those areas we reviewed and did not have any issues, nor should they negate the 
ongoing good progress in making improvements in a manner that seems reasonable given the size, 
complexity, and status of the institution.” Email from OTS examiner Lawrence Carter to OTS Regional 
Director Darrel Dochow, 6/15/06, Dochow_Darrel-00022908_00I. Exhibit 7. 

“[OTS’] initial response was that they view the guidance as flexible. They specifically pointed out that 
the language in the guidance says ‘should’ vs. ‘must’ in most cases and they are looking to WaMu to 
establish our own position of how the guidance impacts our business processes,” Washington Mutual, 
Alternative Mortgage Guidance Implementation Plan, October 2006, JPM_WM02549037. Exhibit 73. 

2007 

“WaMu’s compliance management program has suffered from a lack of steady, consistent leadership. 
Dick Stevenson, who took over as Chief Compliance Officer on March 2, 2007, is the bank’s ninth 
compliance leader since 2000, . .The OTS is very concerned that this lack of consistent, stable leadership 
leaves the program vulnerable. This amount of turnover is very unusual for an institution of this size and 
is a cause for concern. The Board of Directors should commission an evaluation of why smart, successful, 
effective managers can’t succeed in this position. If you would like my opinion, just ask. (HINT: It has to 
do with top management not buying into the importance of compliance and turf warfare and Kerry not 
liking bad news.)” Draft Compliance Memo from Susie Clark, OTS Compliance Specialist, 5/3 1/07, 
Franklin_Benjamin-00020408_00 1 . Exhibit 9. 

“Regulatory Relations [WaMu office that deals with regulators] is a joke. The purpose of this group 
seems to be how can we give the regulators the bare minimum without them raising a fuss.” Draft 
Compliance Memo from Susie Clark, OTS Compliance Specialist, 5/3 1/07, Franklin Benjamin- 
00020408_002. Exhibit 9, 

2008 

“We almost always do an MOU for 3-rated institutions, and if someone were looking over our shoulders, 
they would probably be surprised we don’t already have one in place.” Email from OTS Executive 
Director to Kerry Killinger, 7/3/08, OTSWMS08-014 0000912. Exhibit 44. 

“[The Memorandum of Understanding] is, unfortunately, another example of a benign supervisory 
document.” Email from OTS Senior Deputy Director Scott Polakoff to OTS Deputy Director Tim Ward, 
7/28/08, Polakoff Scott-00060660^001 . Exhibit 45. 
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Excerpts from Documents Showing 
OTS Impeding FDIC’s Oversight 


2006 

“The message was crystal clear today. Absolutely no FDIC participation on any OTS 1 and 2 rated 
exams. . . . We should also deny FDIC requests to participate on HC or affiliate exams.” Email from OTS 
senior official Michael Finn to Edwin Chow and Darrel Dochow, 1/24/06, OTSWM06-006 0000129. 
Exhibit 49. 

“The OTS must really be afraid of what we might come across, but bottom line is we need access to the 
information. . . . [T]his is the second access issue that has come up on WaMu in a relatively short period 
of time . . . .” Email from FDIC senior official John Carter to Regional Director George Doerr, 9/7/06, 
FDIC-EM_00252239. Exhibit 51(c). 

“I have received your response to our August 14 2006 letter in which we request permission to participate 
in aspects of the upcoming examination of Washington Mutual Bank. Regarding your reasoning for 
rejecting our participation in these target reviews, you are correct that our request is not predicated on any 
current disagreement related to examination findings or concerns regarding supervisory activities at 
Washington Mutual. Such criteria are not prerequisite for requesting - or for the OTS granting - FDIC 
staff participation in target examination activities.” Letter from FDIC senior official John Carter to OTS 
senior official Michael Finn, 10/6/06, FDiC_WAMU_0000I4445. Exhibit 52(a). 

“Please read info about OTS denying us space and access to information. The situation has gone from bad 
to worse.” Email from FDIC Regional Director George Doerr to FDIC senior official John Carter and 
others, 10/13/06, FDIC_WAMU_000014449. Exhibit 53. 

2007 

“I’m just not relishing another round of ‘No.’ Well, let them make fools of themselves again!” Email 
from FDIC Regional Director George Doerr to FDIC examiner Stephen Funaro, 1/5/07, FDIC- 
EM_00252316. Exhibit 54. 

“John, here we go again. This is unnecessary hair splitting by OTS Seattle. . . . When it comes to non 
traditional mortgages, proper risk assessment would involve getting a feel for how the bank ensures 
compliance with non traditional mortgage guidance, and to do that, you do some file review.” Email from 
FDIC Regional Director George Doerr to FDIC senior official John Carter, 2/6/07, 

FDIC_WAMU_0000 14456. Exhibit 55. 

“[OTS Regional Director] Finn pushed back on his previous approval of our participation in the 2007 
exam targets, specifically as to our ability to work loan files alongside OTS examiner, and we were 
particularly interested in WAMU’s compliance with nontraditional mortgage guidance. . . . Mr. Finn and 
his examiner, Ben Franklin, stated that OTS did not intend to look at files for purposes of testing 
nontraditional mortgage guidance until after the bank made a few changes they had agreed to. 1 asked if 
we could then join the file review whenever OTS did look at this, and he said, ‘No,’” Email from FDIC 
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West Region Assistant Director George Doerr to FDIC ofBcia! David Collins, 4/30/07, 
FDIC_WAMU__000014457. Exhibit 57, 

2008 

“I have read the attached letter from the FDIC regarding supervision of WaMu and am once again 
disappointed that the FDIC has confused its role as insurer with the role of the Primary Federal Regulator, 
Its letter is both inappropriate and disingenuous. I would like to see our response to the FDIC, which I 
assume will remind it that we, as the PFR, will continue to effectively supervise the entity and will 
continue to consider FDIC’s views,” Email from OTS senior official Scott Polakoff to Darrel Dochow 
and Edwin Chow, 7/22/08, OTSWMS08-014 0000936. Exhibit 59. 

“We will follow the appropriate procedures if the staff cannot agree. You asked me to hear out wamu. I 
hope that you would also hear out our examination staff if it comes to that.” Email from FDIC Chairman 
Sheila Bair to OTS Executive Director John Reich, 8/1/08, Reich_John-00050932_001. Exhibit 63. 

“Major ill will at WaMu meeting yesterday caused by FDIC suggestion in front of WaMu management 
that they find a strategic partner. Reich reportedly indicated that was totally inappropriate and that type of 
conversation should have occurred amongst regulatory agencies before it was openly discussed with 
management.” Email from FDIC senior official David Promani to FDIC colleague Stan Ivie, 8/1/08, 
FDIC-EM_00246958, Exhibit 64. 

“The headbutting is currently going on in DC between myself and Sheila Bair.” Email from OTS 
Executive Director John Reich to OTS colleagues Darrel Dochow, Scott Polakoff, and Tim Ward, 8/6/08, 
Ward_Timothy-00005346, Exhibit 65. 

“1 should not have to remind you the FDIC has no role until the PFR [Primary Federal Regulator] (i.e. the 
OTS) rules on solvency and the PFR utilizes PCA [Prompt Corrective Action].” Email from OTS 
Director John Reich to FDIC Chairman Sheila Bair, 8/6/08, FD1C-EM_00 110089. Exhibit 66. 

“The purpose of the meeting would be to discuss the various views of the institution’s risk profile, 
current actions under consideration by the FDIC, and possible capital considerations. We would control 
the meeting and ensure that we have no repeat of the inappropriate behavior displayed by some of the 
FDIC in our last session with the bank. This is my idea, not the FDIC’s idea.” Email from OTS senior 
official Scott Polakoff to OTS Executive Director John Reich, 9/1 0/08, Reich_John-00049 1 95_00 1 . 
Exhibit 69. 

“I cannot believe the continuing audacity of this woman.” Email from OTS Executive Director John 
Reich to OTS senior official Scott Polakoff (referring to FDIC Chair Sheila Bair), 9/10/08, 
Polakofr_Scott-00065461_001. Exhibit 68. 
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Excerpts from Documents Showing OTS Internal Views on 
Inability to Stop Poor Onalitv Lending Practices 


2005 

“It has been hard for us to justify doing much more than constantly nagging (okay, ‘chastising’) through 
[Reports of Examination] and meetings, since they have not been really adversely impacted in terms of 
losses.” Email from OTS Examiner Lawrence Carter to OTS supervisor, 9/1 5/05, OTSWMS05-002 
0000535. Exhibit 6. 

“As I have mentioned to some, by the time we come out with regulatory guidance, moral suasion and 
market/media attention will have already done the trick, at least for the regulated entities!” Email from 
OTS Examiner Lawrence Carter to OTS West Region Assistant Director Darrel Dochow, 9/29/05, 
OTSWMS05-002 0000403. Exhibit 5. 

2007 

“1 noted that several of our institutions make NfNA loans. That, in my humble opinion is collateral 
dependent lending and deemed unsafe and unsound by all the agencies. . . . What would ever possess 
those institutions to make such loans widely available. 1 could see it if they required a 760 Fico and lots 
of equity? Why would our examiners not question such practices? It is not at all surprising that 
delinquencies are up, even among Alt-A. In my opinion, credit standards have gone too low,” Email 
from Bill Magrini to OTS supervisor and colleagues, 3/27/07, Quigley_Lori-001 10324. Exhibit 76. 

“Apparently Bill Magrini is the lone ranger in his view that NINA’s are imprudent. West region position 
seems to be that FICO, appraisal, and other documentation such as application etc. is sufficient to assess 
the borrower’s ability to repay in all but subprime loans. While I probably fall more into the Magrini 
camp (until we get empirical data to support NINAs are not imprudent) we will just document our 
findings., .until the ‘official’ policy has been worked out.” Email from OTS examiner Ben Franklin to 
OTS colleagues, 5/16/07, Franklin_Benjamin-00020056_001. Exhibit 79. 

“Considering the meeting on Friday, I’m of a mind to go with a ‘2.’ I’m not up for the fight or the blood 
pressure problems. . . . Since we weren’t able to do a separate evaluation of the process, they will fight it. 
It doesn’t matter that we are right, what matters is how it is framed. And all we can do is point to the pile 
of complaints and say there is a problem.” Email from OTS examiner Mary Clark to OTS colleagues, 
6/3/07,OTSWMS07-0I3 0002576. Exhibit 39. 

2008 

“You know, I think that once we (pretty much all the regulators) acquiesced that stated income lending 
was a reasonable thing, and then compounded that with the sheer insanity of stated income, subprime, 
100% CLTV, lending, we were on the figurative bridge to nowhere. Even those of us that were early 
opponents let ourselves be swayed somewhat by those that accused of being “chicken little” because the 
losses were slow in coming, and lets not forget the mantra that ‘our shops have to make these loans in 
order to be competitive.’” Email from OTS examiner Ben Franklin to OTS colleague, OTS, 10/7/08, 
Franklin_Benjamin-00034415_003. Exhibit 14. 
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“Kurt and Steve G laughed at my projections of g!(K>m and doom for stated [income loans] since 2003 
and started calling me the housing ‘bubble’ boy. ... When I told Scott Polakoff in April 2007 that stated 
income subprime should not be made under any clrcums^ce, I was corrected by Mike Finn that that was 
not the West Region’s position. I rest ray case. ... [N]ot one regulatory agency had a rule or guideline 
saying you couldn’t do stated income lending, even to this day. That, I find incredible. . . . [I]n hindsight, 
I’m convinced that it is just a flawed product that can’t be fixed and never should have been allowed in 
the first place. How do you really assess underwriting adequacy when you allow the borrower to tell you 
what he makes without verification. We used to have documentation requirements for underwriting in the 
regs, but when those were taken out, the industry slowly migrated to an anything goes that got us into this 
mess.” Emails from OTS examiner Ben Franklin to OTS colleague Thomas Constantine, 10/7/08, 
Franklin_Benjamin"-00034415_001-002. Exhibit 14. 

“My big problem is with us allowing people with W-2 incomes to go stated. How hard is it to send that 
in. Everyone has it. Also, I can’t believe we allowed 100% financial of anything. What ajoke. ... We 
were satisfied that the loans were originated for sale. SEC and FED asleep at the switch with the 
securitization and repackaging of the cash flows, irrespective of who they were selling to. The lack of 
transparency caused the general panic we live with today.” Email from OTS examiner Thomas 
Constantine to OTS colleague Ben Franklin, 10/7/08, FrankHn_Benjamin-00034415_001. Exhibit 14. 
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Washington Mutual Regulators Timeline 


DATE 

EVENT 

i/2005 

WaMu Board approved High Risk Lending Strategy. 

8/29/05 

OTS sent Report of Examination to WAMU for 3/14/05 exam, with “2” CAMELS 
rating. FDIC participated as back-up regulator. Matters Requiring Board Attention 
(MRBAs) included; 1 ) need for strong Executive Risk Management function; 2) 
continued weak loan underwriting; 3) need to enhance Board supervision of 

Corporate Risk Oversight group. 

1/10/06 

WAMU announced lower earnings in 4Q2005 due to increased loss reserves at Long 
Beach. Long Beach early payment defaults had increased due to loosened credit 
standards, requiring repurchase of about $875 million in whole loans and a $107 
million loss. Long Beach management fired. 

3/1/2006 

With OTS approval, Washington Mutual Bank acquired Long Beach Mortgage 
Company from its parent holding company, Washington Mutual Inc. 

4/18/06 

WaMu Finance Committee approved plan to reduce low risk loans and originate more 
high risk loans due to higher gain on sale figures. 

6/21/06 

WaMu CEO Kerry Killinger released memo on change in the Bank’s strategic 
direction, directing Home Loans group to grow its market share in Option ARMs, 
Alt-A, and subprime loans, while curtailing low-margin government and fixed rate 
loans. 

8/30/06 

OTS sent Report of Examination for 3/13/06 exam, with “2” rating. MRBAs 
included: 1) weak subprime underwriting at Long Beach and marginally satisfactory 
prime underwriting; and 2) need to ensure Enterprise Risk Management’s 
effectiveness and adequacy of resources. 

10/5/06 

Nontraditional Mortgage Guidance released by banking regulators, highlighting loan 
risks; need for sufficient loan loss reserves and risk management practices; need to 
assess borrowers’ ability to repay even after a payment increase; and plan for bank 
examiners to scrutinize bank procedures to ensure compliance with guidance. 

4/30/07 

FDIC repeated request to OTS to evaluate WaMu compliance with NTM Guidance; 
OTS refused and said it was allowing WaMu more time to comply. 

7/07 

Bear Steams hedge funds failed; credit rating agencies downgraded hundreds of 
subprime mortgage backed securities, including 40 at Long Beach; subprime MBS 
market slowed and slopped two months later, in September. 

9/17/07 

OTS sent Report of Examination for 1/8/07 exam, with “2” Rating, MRBAs 
included: 1) continued weak subprime lending and instroction to Board to reduce 
underwriting deficiencies; and 2) continuing need to monitor Enterprise Risk 
Management effectiveness, resources, and support. WaMu ended subprime lending. 

1/2008 

Credit rating agencies downgraded 7,000 residential mortgage backed securities. 
Countrywide closed and sold to Bank of America, WaMu announced S 1 billion loss 
from 2007 fourth quarter. 

2/27/08 

OTS downgraded WaMu to a “3,” and required a Board resolution to address 
deteriorating conditions. 

3/08 

At regulators’ urging, WaMu invited potential buyers of bank to review info. 

JPMorgan Chase made an offer that WaMu turned down. 

4/8/08 

WaMu announced first quarter loss of $1 billion. WaMu parent holding company 
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raised $7.0 billion in capital from investment group Texas Pacific Group. 

6/25/08 

Darrel Dochow, OTS West Region Director, met with WaMu CEO Kerry Killinger, 
who asked if OTS could avoid issuing a Memorandum of Understanding (an informal 
enforcement action) to bank. OTS said no. Later in the summer, OTS and FDIC 
negotiated over MOU provisions with FDIC pressing for tougher provisions. 

7/08 

IndyMac failed; WAMU announced second quarter loss of $3.2 billion; WaMu 
depositors withdrew $9 billion from bank. 

7/15/08 

OTS presented Report of Examination to WaMu Board with downgraded capital, 
asset quality, and management CAMELS ratings, but an overall rating of “3” for 
bank. FDIC agreed with overall rating. 

8/1/08 

OTS and FDIC met with Killinger and other execs, who presented WaMu’s long-term 
forecast. FDIC suggested WaMu find a “strategic partner” to meet its capital needs. 
OTS upset with FDIC’s suggestion. 

8/1/08 

FDIC informed OTS it planned to downgrade WaMu to a “4.” 

9/7/08 

WaMu Board signed MOU with OTS. Kerry Killinger resigned. 

9/15/08 

Lehman declared bankruptcy. WaMu depositors pulled $ 1 7 billion over next 8 days. 

9/18/08 

OTS and FDIC downgraded WaMu to a “4.” 

9/08 

AIG given bailout; Goldman Sachs & Morgan Stanley convert to bank holding co’s. 

9/25/08 

OTS closed WAMU and assigned FDIC as receiver. FDIC facilitated immediate sale 
to JP Morgan Chase for $1 .9 billion. WAMU had $307 billion in assets, $188 billion 
in deposits, and 43,000 employees - largest U.S. bank failure ever. 
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Administration 


Section 010 


Handbook and Program Use 

The Examination Handbook is a new Handbook that integrates safety and soundness (S&S) and 
compliance guidance. This Handbook replaces the Thrift Activities and Compliance Activities 
Handbooks. We retained the general layout of the handbooks with a chapter for each CAMELS 
component and a chapter for Compliance and the Community Reinvestment Act (CRA). 

The Examination Handbook is a guide for the examination of savings associations regulated by the 
Office of Thrift Supervision (OTS). Specifically, the Handbook aids OTS regulatory staff and the 
savings and loan industry in the regxilatory process. The Handbook provides uniform standards for 
planning and conducting examinations and addressing supervisory issues. It also serves as a reference 
tool, training aid, and guide to national policies and procedures. 

The Handbook illustrates and describes, for examiners and the thrift industry, certain standards of 
conduct and prudent operation that OTS views as important to the safe and sound operation of savings 
associations. These standards should be consistent with the respective fiduciary duties of those 
individuals associated with them. 

This Handbook Section explains how to use the Handbook and the programs in the examination 
process. It describes the organization of the Handbook chapters and sections, and sets forth objectives 
and procedures common to all phases of the examination. 


Regulatory Process 

The regulatory process allows you to meet the following objectives: 

• Assess an association’s degree of safety and soundness. 

• Assess the adequacy of the association’s compliance management program. 

• Assess how well an association manages compliance with consumer protection and public 
interest-related laws and regulations (Compliance). 

• Evaluate an association’s condition. 

• Identify the association’s strengths. 

• Identify existing regulatory violations. 


Office of Thrffi Siq>en^ion 
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Section 010 


• Identify potential problems. 

• Prevent the development or continuation of unsafe operating practices. 

• Report findings. 

• Inform directors of association strengths and weaknesses. 

• Facilitate corrective action where needed. 

Proactive regulatory supervision should evaluate future needs 
and potential risks to ensure the success of the thrift system in 
the long term. This Handbook provides a framework for the 
successful completion of that process. 

The Handbook encourages independent reasoning, objectivity, 
efficiency, and professionalism in the examination process. To 
promote consistency among the OTS regional offices, the 
Handbook sets forth national minimum standards for examination objectives and procedures. While 
this process promotes standardization of the examination process, we encourage you to modify 
programs to fit the association’s specific needs. 

We are designing the Examination Handbook to cover S&S, compliance, and CRA for both new and 
experienced examiners. Background information, applicable references, and expanded procedures 
within the text serve to help in the learning process. 

You should supplement your use of the Handbook and associated programs with your education, 
experience, and judgment. We will periodically update the Handbook and issue individual sections as 
necessary. Separate manuals are available for Compliance Self-Assessment, Holding Companies, Trust 
and Asset Management Activities, Information Technology (IT), and Applications Processing. These 
Handbooks are available via the OTS website. 


The Handbook encourages 
independent reasoning, 
objectivity, efficiency, and 
professionalism in the 
examination process. 


Handbook Organization 

'The Examination Handbook will contain a table of contents, one chapter for each CAMELS element, a 
chapter on other activities, and a chapter for Compliance and CRA. A brief discussion of the 
Handbook’s organization appears below. 


Table of Contents 

The table of contents lists each Handbook chapter, section number and title, and, if applicable, 
programs, questionnaires, and appendices. 
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000 Administration 

This chapter gives a general overview of the administration and coordination of the regulatory process. 
It includes instructions on determining the scope of an examination, monitoring the regulatory profile 
process, assigning component and composite CAMELS ratings, and Compliance and CRA ratings, and 
devising an examination strategy. 


1 00 Capital Adequacy 

This chapter provides useful information for assessing whether an association’s capital position is 
sufficient, given the risk level, to ensure ongoing viability. Discussions of minimum regulatory capital 
requirements, prompt corrective action (PCA) categories, and stock ownership and control help you 
determine the adequacy and composition of an association’s capital. 


200 Asset Quality 

This chapter addresses the following two issues; 

• The determination of risks related to the association’s assets. 

• The association’s management, administration, and evaluation of the quality of these assets. 

It also provides guidance in assessing credit risk and reviewing asset portfolios (including loans, 
investments, and other assets). This chapter focuses on three areas: 

• The quality of loan underwriting and portfolio management. 

• Affirmation of classified asset levels. 

• Adequacy of valuation allowances. 

There are also sections discussing real estate appraisals, loan sampling, the Qualified Thrift Lender Test, 
and margin securities. 


300 Management 

This chapter provides guidance in evaluating the capability of executive management and the board of 
directors. It covers objectives, procedures, and references for examining compliance management, 
internal controls, internal and independent audits, fraud and insider abuse, and transactions with 
affiliates and insiders. 
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400 Earnings 

This chapter will assist in analyaing an association’s financial condition. It covers objectives, 
procedures, and references for examining the association’s financial record keeping and reporting 
methods and operations analysis. The chapter also discusses present value analysis. 


500 Liquidity 

This chapter provides assistance in assessing liquidity and the funding risk confronting an association. It 
includes material on funds management, liquidity management, and investment activities. The chapter 
also discusses the Government Securities Act, Payments Systems Risk, and Regulation D. 


600 Sensitivity to Market Risk 

This chapter provides assistance in assessing the market risk confronting an association. It includes 
guidance on managing interest rate risk and hedging. 


700 Other Activities 

This chapter addresses review of the thrift’s or subordinate organization’s activities in insurance, real 
estate development, and networking arrangements. 

This chapter also provides guidance in the evaluation of risk that operating subsidiaries, service 
corporations, and lower-tier entities (such as joint ventures or limited partnerships) pose to the 
association and thereby the insurance fund. 

1000 Compliance 

The Compliance chapter covers the new Compliance Oversight Examination Program (COEP); fair 
lending laws and regulations such as the Equal Credit Opportunity Act and the Fair Housing Act; the 
consumer protection laws and regulations such as the Truth in Lending Act, Real Estate Settlement 
Procedures Act, and the Electronic Funds Transfer Act; the laws and regulations such as the Bank 
Secrecy Act, the Bank Protection Act, and the Community Reinvestment Act and regulations. 

FFIEC-Approved Procedures 

In many instances, you will notice that the Federal Financial Institution Examination Council (FFIEC) 
logo and approval appears at the bottom of the first page of a Compliance section addressing a law or 
regulation. This indicates that the entire section, including the examination objectives and procedures, 
has been approved for use by all the agencies represented on the FFIEC (the Federal Reserve Board, 
Office of the Comptroller of the Currency, Federal Deposit Insurance Corporation, OTS, and the 
National Credit Union Administration). 
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From: 

Hkdccrfc, Bruce 1 

Smt! 

Monday. June 27. 2005 3:37 PM 

To: 

Ancdy, Zalka A 

Sul^ect; 

RE: Revised ALLL Rndings Memo Response 

Sensitivity: 

Private 

ZaiKa, 



In summary, the extended time frames (1 * 2 month extensions) for implemerttation of vanous porttons of the response do 
not appear to be significant due to the fact toat toey are on^ 1-2 montti extensions of management's own initiatives and 
we don't want to penaitze management for toeir own initiatives. Mso, toe overall lev^ of ALLL was considered to be a 
conservative level so its not critical to implement new models or procedures in order to get an increase in ALLL to an 
adequate level. 

However, it does bring up the questions if implerr>entation of LPRM v3. 1 will be delayed until the 3rd par^ validation is 
completed (by January 31 . 2006) or will the 3tx} party validation be done after the fact since Joe Matte/s group has already 
done a validation separate from the vendors validation? Also, is there a bigger reason why they are delaying some items? 
E>o they need some more recxiveries at June 30, 2005 to offset poorer operating results, or will implementatbn of LPRM 
v3-1 result in a recovery of ALLL that management wants to delay since preliminary 2nd quarter operating results look to 
be stronger than expected? These are just larger questions about managements underlying rea^ns for toe extensions. 
The extensions are understandable if they are actually due to operational issues (time needed by man^ement to actually 
complete the expanded support fcx* the unallocated standards and further validation of the model). 

Bruce 

208.468.5039 


— Oigmal Message — 

From: Ancsty, Z^ka A 

Sent: June 27, 2005 1:30 PM 

To: Hidcok, I 

Subject: Revised AUL Findings Memo Re»xinse 

Seiultivity: Private 

Bruce, 

As noted in the email sent by Cathy D., management has revised their response which includes time frames. Rease 
let me know if this is acceptable. 

Thanks! 

Z 

« File: OTS Memo 3 • ALLL Modeling {Finat),doc » 


Important Notice - Please Read 

This elecfronic message, alcmg wth any attachments, is an official United States government cwnmunlcation and is 
intended solelyfor the Identified recipients. This communication may contain unpublished OTS informatics within the 
scope of 12 C.F.R. § 510.5. Unpubyshed OTS information is subject to restrictions on use and dteclosure as set forth 
thK'ein. You may not or disdose unpublished OTS information except as provided in 12 C.F.R. § 510,5. 
Unauthorized access or rdease of this communication may re«j!t In civfl and crfrninaf sanctions. 

If you received th® communication in error, frfease permanentiy ddete it from your system, destroy any papo’ copes, 
and notify the sender promptly. 

AuttiCode3c341 7c2-Oa8e- 1 1d7-934a-00034?082t32 
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Dochow, Parrel W 


FKmi: 

Sent: 

To: 

Cc: 

Subject; 


Carter, Lawrence D 
Thursday, July 21. 2005 7:36 AM 
Kirch, lOjrt J 
Doi^ow, Darel W 
Mortg^ Survey 


Sensitivity: Private 


m'j 


Kurt, ^ank ymi Ux getting nny input on die affoidabiity products survey. DarreJ ga\« me a copy during exir meeting 
yesterday, but I didn't realize it vras such a monst^ with such a short tumarMjnd time. Its hard to befieve weVe or^ tad it 
for a couple of c^iys and p«:^!e are tr^g to get It out this week. 

t would not send tois to WAMU without more preparation. First. I think it asks for too much detailed intormation. it re^ 
more like an exam program a survey, i wish we would have had it at the beginnir^ of our exam, it looks as though 
we have asked for e^rythfog we couki think of without perhaps thinidr>g through e^octiy what we wei% gokig to do \Mtii ail 
the infoimatfon. I think v^at might hsvfoen is that institutions wilt have to do a lot of footnoting of {^oxy inkMmation 
becau^ they wyi have a difficutt time meetir^ the needs of the matrix exactly. This would rrrean vt^ vrauid not have apples 
to apples comparative tata, which would kind of defeat our purpose I Brink. Second, this s^ms more geared to 
ins^tions for which ttiis information has never been coUected before (OCC, Fed?). We have been doing our neg am 
survey for a rMiUe and we have been gettirrg otirer information about the so called affordability products during our ^ular 
exams. Third, we just did an errem and obtained all kinds of infbrmation. We probably have ^milar, Brough not exad, 
information as requested in the survey. But the bottom line is Brat we revievred the risk and communicated our crmctems 
to management already. To ask for this simitar fofbnnatiem in Bre ^jrvey would almost be like one hand didn't know 
the oBrer was ddng. My preference would be to shorten Bre survey quite a bit and start with higher level informatkm, end 
then drtli down on individuai exams. 

My own persona) opinion, of course, te that we are iate to the party. The yield curve. B>e media, and particularly Bre rating 
agencies are aireacty hawng an effect. I think the excitement over Option ARMs will dwindle and underwriting vwll probably 
tighten. 

WiBr ali that said, I vrouid at least make Bre following changes to the survey: vtrhen we ask for Brings from Bre past 
"severar years, i would change that to "Biree." i would change Investor owned property” bans to "non-ownor occupied 
loans." #4'Stress testirrg is not clear. #5^ve are asking for too mu^-almost axarTv-like request. #6-wd need to ask them 
to describe, general,” the controls and procedures... #7-^aln describe "in generar pricing methodology ... #8-Again, 
too much-exam-iike request #10-what about ARM and neg am disclosures, or other special compKance disciosures-dld 
an^e Bom ccmpiiance look at this request? #1 1~add borrowers vnBr FICO scores below 620, borrowers on higher LTV 
(greater than 85%) loans, etc.??? 

MOST IMPORTANT Is that I have a meeting with Jake Domer this morning and would (Ike to get permission from 
whomever I need to get permission from to give him a draft copy of this aurvay and ask how difRcuit H would be 
to compBe some of the Infonnation. This would be a perfect opportunity to give some verbal guidance on what 
we are trying to adileve ratiier than the institution Just getting a form letter. 

Thanks again for working torough me. i think it is really important Brat these kinds of things get channeled properly so this 
gets handled professionally and effectively.. 


i 
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PitMn: Carter, Lawrence D 

Sent: Thursday, September 28, 2005 8:11 M/I 

To: Dochow, Darrel W 

Subject: FW; Mticle re: tightening mtg stds 

Sensitivity: Piivate 


As I have mentioned to some, by Uie time we come out with regulatory guidance, moral suasion and markei/media 
attention will have already done the trick, at least the regulated entities! Also of note is that ttie big letters like to move 
in unison. I can assure you WAMU checks what o^rs are doing before it acts on its own (which is why I really 
have skepticism on what Countrywide has REALLY been dotog). If WAMU ever leads the market it is 1^ centimeters, not 
by yards, which is why it is not gamering market share. 

Interesting to note here is that the article reflects WAMU's claim that it has been qualifying bomnwers at "itjughiy" 5.25 
percent. Where did that figure come from??? Does one hand krwwv^at the other is doing? 

— Original Message — 

From; AdamsJeffI 

Senb Thursday, S^tember 29, 2005 7: 17 AM 

To; Dochow, Dai^ W; Dye-, J^cholas 3; Lane, Timothy J; Buttr^g, MkJwd W; Potthast, John W; Swarwjn, Kevin B; Cjrta-, lawrenM D; 

Chen, Dennis; Hevidc, Lass L 
(k;: Haaidrecm, Joame J; Lake, S^ihen A 

Subject: WSi Artide re: tightening mtg stds 

Sentithdty: Private 

Below is the text of a WSJ article dtsaissing heightened approval standartJs or raised rates, including Wamu, World, & 
Downey, i don’t believe this made it to the News Clips today. 

Jeff 


Mortgage Lenders Tighten Standards 

Amid Concern Over Rising Risk, Banks Make 
It Harder to Qualify for Certain Home Loans 

By RUTH SIMON and JAMES R. HAGERTY 
Staff Reporters of THE WALL STREET JOURNAL 

September 29, 2005; Page D1 

After years of easy money, some mortgage lenders are beginning to tighten their standards. 

Lenders have rolled put a raft of new mortgage products in recent years that have made housing 
purchases more affordable and allowed many people to extract cash from their homes' equity without 
boosting their monthly payments. 


Now, in what could be the first signs of a reversal, some lenders are starting to raise the bar on 
making these products available to new borrowers. To be sure, rates for many types of mortgages 
have been rising anyway as the Federal Reserve has boosted short-term interest rates. But some 
mortgage lenders are going further by making it harder for borrowers to qualify for certain loans. 
Other lenders also are cutting back on the number of riskier mortgages they make or raising rates. 


Last week, Washington Mutual Inc., one of the nation's biggest mortgage lenders, told mortgage 
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brokers that it will make it more difficult for borrowers to qualify for its option ARMs, which carry an 
introductory rate of as low as 1 .25%. Under the new rules, which are expected to take effect next 
month, borrowers will have to show they can afford the monthly payment if the interest rate on the 
loan is 6% - or 6.25% for borrowers purchasing a second-home or investment property - after the 
introductory rate expires. Currently, the bank's rate for qualifying borrowers for these loans is roughly 
5.25%. 

New Cenbiry Financial Corp., a mortgage lender in Irvine, Calif., last week said it was aiming to 
reduce the amount of interest-only loans It grante to less than 25% of total loan production from 33% 
in the year's first half. New Century said it was making the move in an effort to boost profit margins. 

Some lenders are making their loans more costly, which could discourage borrowing. This month, 
Option One Mortgage, a unit of H&R Block Inc., boosted the rates on all of its mortgage products by 
0.40 percentage point. Option One says the move reflects both rising interest rates and changes in 
investor appetite for its loans. 

The moves come as bank regulators are sounding the alarm bells about rising risks in the mortgage 
market. Federal Reserve Chairman Alan Greenspan said in a speech this week that "the apparent 
froth in housing markets may have spilled over into mortgage markets" and called the “dramatic 
increase" in interest-only mortgages and "more exotic forms of adjustable-rate mortgages ... 
developments that bear close scnjtiny.” 

The chairman's remarks echo the concerns of other bank regulators who fear that some borrowers 
are using exotic mortgage products to purchase houses they couldn't othenwise afford. If the housing 
market stalls, regulators are concerned that defaults could dimb. 

For consumers, tighter lending standards and higher costs could make it harder to afford homes and 
ultimately could help cool some hot housing markets. "It will take a lot of people out of the market and 
take some of the speculative fervor out of the market," says Kenneth Rosen , chairman of the Fisher 
Center for Real Estate at the University of California at Berkeley. 

The tightening in mortgage lending is not yet widespread and some mortgage brokers say they 
haven't yet seen any indications that banks have pulled back. But the recent changes are particularly 
noteworthy because they follow a long trend of loosening that was apparent as recently as this 
summer. 


GBTTIhlG TOUGHER 


Some mortgage lenders have begun tightening standards on some popular loans that have helped 
fuel the housing boom in recent years. 

• Washington Mutual has told brokers it plans to make it more difficult for borrowers to qualify for 
its option ARMS. 

• Countrywide Financial is raisirtg the bar for borrowers who want the lowest teaser rate for option 
ARMS. 


• New Century Financial plans to limit interest-only loans to below 25% of total loans, from 33% in 
the year's first half 
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Among other changes. Countrywide Financial Corp., another big lender, earlier this month made it 
tougher for borrowers to qualify for a 1 % teaser rate on its option ARMs. Countrywide now considers 
a number of factors in setting ttie introductory rate, including the size of the loan, how much 
documentation the borrower provides, and whether the property is a second home or for investment. 
The teaser rate tor borrowers with multiple risk factors can be as high as 3%, the company says. 

Other lenders are also boosting their charges. Golden West Financial Corp. says that next month it 
will raise the introductory rate for Its option ARMs to 2.20% from 1 .95%. The rise 'yvill be the first of 
several moves," says Golden West Chairman and CEO Herbert Sandler. "I don't know how high it will 
go, but it should go higher,” he adds. 

Raising the teaser rate on an option ARM boosts the minimum payment a borrower must make, 
particularly in the loan's early years. The teaser rate is used to determine the minimum payment in 
the first year: after that there's a cap in the first few years on how much the minimum payment can 
increase, unless the loan balance climbs beyond a certain threshold. 

The tighter lending standards also come as profit margins on some loans are being squeezed. Credit 
rating agencies have tightened their standards for certain mortgages, and investors who buy pools of 
mortgages are beginning to demand higher yields for purchasing riskier loans. 

Other changes may be less noticeable to borrowers, at least initially. Several lenders that offer option 
ARMs have raised the "margin" used to determine the interest rate on the loan once the introductory- 
rate period ends. To set the rate on the loan, lenders each month typically add the margin to an index 
that measures short-term Interest rates. Since the index rises along with market rates, the banks' 
wider margins represent additional costs to new borrowers beyond increases in short-term interest 
rates. 

in mid-August, Washington Mutual increased the margin on its option ARMs by 0.20 percentage 
point to 2.5%. As a result, a borrower who took out an option ARM tied to one popular index - the 
12-month Moving Treasury Average - might pay 5.52% instead of 5.32%. Also last month, 
Countrywide boosted the margin on its option ARMs by between 0,125 and 0.375 percentage point, 
depending on how risky the loans are. Downey Financial Corp. and Secured Bankers Mortgage Co., 
California-based lenders, also raised the margins on some option ARMs, company executives said. 

Because the introductory rate on an option ARM is so low, the minimum payment generally isn't 
enough to cover even the interest that Is due in the loan's early years. That means borrowers who 
choose to pay the minimum amount can make regular payments and still see their loan balance 
swell, also known as "negative amortization.” Borrowers could also be hit with shaqjfy higher monthly 
payments down the road when the monthly payment is reset so that the loan can be repaid over a 
30-year period. 

Even before the recent changes, rising short-term interest rates were making products such as option 
ARMS less attractive. A borrower with an option ARM tied to the Moving Treasury Average that 
currently carries a rate of 5,52%, after the introductory rate expired, would have paid about 4% in 
June 2004, according to HSH Associates in Pompton PlainsrNrJ; Rates^orr loans tied to other 
popular indexes can be well above 6%, HSH says. That compares with a current average of 5.97% 
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for a 30-year fixed-rate mortgage. 

At the same time, some lenders are pushing more borrowers who take out option ARMS into loans 
that carry prepayment penalties. In a conference call with investors in July, Countrywide said that 
nearly three-quarters of its option ARMs carried prepayment penalties, up from 1 8% in 2003. 
GreenPoint Mortgage, a unit of North Fork Bancorp, recently modified its option ARM program to 
make loans without prepayment penalties less attractive. More than half of the option ARMS 
GreenPoint grants now carry prepayment penalties, up from less than one-third a year ago. 

Write to Ruth Simon at ruth.simoniaiwsi.eom <mailto:nrth.sknon@wsi.com> ' and James R. Hagerty 
at bob.haaertv@wsi.com <mallto:bob.haoertv@wsi.com>^ 

URL for this article; 

http ://online.wsJ.com/article/0„SB1 12795905459255441, OO.html 
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Comcast Message Center 


From! "Dochow, Darrel W" <darret.dochow<5K)ts.treas.gov> 
TO! 


Subject: FW; Meeting 

l^e: Sun, 18 2005 17:07:31 +0000 


I = Redacted by the Permanent 
Sobconanittee on Investigations 


Page I of 4 



— Original Message — 

Carter, Lawrence D 

Seim Friday, SeiMmber 16, 2005 9:07 AH 
To: Docttow, Darrel W 
Sebjlecte RE: MeeUrtg 
SeraWvity! Priv^ 

Ok, ni play good cop. 

Historicaily, they have always had some problem setting up systens and procedures 
to consistently and automatically comply wi^ our policy of underwriting at or near the 
fully indexed rate. Recently, we have relied on the fact that the administratfve rate 
vyas higher than ftilly indexed and that they were going to monitor their qualifying 
rates to make sure they were in compliance with our policy. We did not choose to 
spend resources gehing to the bottom of whatever systems issues ttiey had because 
we knew they were in the process of making wholesale systems changes in home 
lending (still in process). We did punt out (orally I think) that there were cases in 
which ttrey underwrote below hjlly indexed rate because of the varying rr^rgin). 
lAte also did not, as far as I Know, ask whether they had made changes to the 
administrative rate during our exam, even though we knew rates were rising. If we 
had, we would have identified this issue as it was emerging. But, like happens with 
other emerging issues sometimes, we were focused on resolving the issues we had 
already identified and not updating the whole exam to June! 


By the way, in terms of policy, I am not sure we have ever had a realty hanJ rule that 
institutions MUST underwrite to the fully indexed rate. I remember going back and 
fortfi wito Bill Magrini over the years on this. In fact, ! remember when we did Home 
Savings years ago, we allowed; (1 ) loans held for sale could be urtderwritten to 
secondary market standards (which I believe was 200 bp above start rate or basically 
to firat adjustment on an ARM that adjusted annually — FHA, I brieve, r>ow still has a 
simitar standard) > I toink they had to have firm commitments to seH in place, but I 
don’t recall for sure; and (2) an interpretation of "near” I believe to be no more than 25 
to SO bp below the fully indexed rate. I believe we would stilt find tiiat secondary 
market requirements are more lax than our policy on underwriting to fully indexed 
rates. Additionally, I think our guidance has always been to underwrite at initial or 
"start' rate on hybrid ARM (3>, 7*, 10-year products; these products have 

traditionally not had "teasers.” Of course, this guidance was before the interest only 
hybrid products started coming out. 


VMiat all this means is, if you allow them the exception for loans held tor sale and you 
allow them 25 to 50 basis points bekjw fully indexed, they probably do not have a ton 
of loans toat toll far outside our policy guidance-only loans underwritten in recent 
months, TTie issue of competitors taking the hoiier-than-tfrou position is different, 
though, if WAMU is really gamering market share by more lax underwriting 
starudards, tiiis is a problem. But I really am curious as to whether toe competitors 
are as holy as they proclaim. ! have heard that IndyMac is. but VtfaMu's primary 
competitor is Countrywide. Remember, Countrywide would not follow in a teaser rate 
increase tried by WaMu earlier In the year. I would like to see the communications 
from Countrywide to ito loan agento^rokers, and I would be interested in what a loan 
file review at Countrywide would turn up. I realize we can't regulate WaMu based on 
Countiywide, but i think it would provide insight into a lot of management's actions on 
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Comcast Message Center Page 2 of 4 

the productbn side. Countrywide has been taking loan agente and mad^ ^are 
WaMu over the last year or so, so the incentwe to comp^ head-to-ftead s 
significant 

in terms of the facts below, 

1. I think the sheet you obtained says higher of 4.25 percent Of start rate. Basedon 
our loan sample and systems issues, I think it is likely ti>ey are actually underwriting 
simply at the administrative rate. 

2. Administi'ative rate "significantly'' less than fiilly-indexed probably. 

3. Accurate, but ! would say "at or near" fijily indexed rate - 1 ttink we would not 
have critic^ed them fisr 25 bp b^ow, and wcxild have been on the ^ce as they 
approached 50 bp below - at least this has been my interpretation of our policy over 
the years. 

4. Accurate on not letting us know. My teke, and you can tell from Joe's diatribe, is 
that tfrey don't think die qualifying rate is all that important in terms of credit risk. But I 
doubt they thought alwut reputation risk in much detail. 

5. Accurate, i don't remember ever hearing during the exam that Roteila made a 
decision to keep qualifying rates as they were or anything about production saying 
they needed to do so. However, in January^ebruary, the administrative rate was stiii 
probably not that far below ^l)y indexed. (Ben may have more insight here.) 

6. Accurate. E^eciaily for loans held for sale. As I menborted earlier, we used te 
treat these loans differently. Also, for sure they think DTI's don't matter until you get 
into upper ranges. I think everyone is undeiwribng primarily to LTV arte FICO now. 

7. Very accurate. Credit Risk Management has always had to pick their battles. 

8. Agree, but I ti)lnk this is just one of several symptoms of ongoing broader 
problem of getting their house in order from an underwriting standpoint It has been 
hard for us to justify doing much more tiian constantly nagging (rAay, "chastising") 
through ROE and meetings, since they have not been realty adv^sety impacted in 
terms of losses. It has been getting better and has not recently been bad enough to 
warrant any ratings downgrades. And we have considered this issue in our 
assessment of capital, clearly. What is really effective is when people like Rick 
Riccobono, Mike, and you add weight. That sends the signal that what say at the 
examination level is important. They are obviously quidter to ad when you weigh in! 

Depending on how important you think it is that we get the feds perfect we may want 
to get Ben's perspective. But I think Mark and Joe corroborated our assessment of 
the situation yesterday. 

Sorry for the tong note, but I thought it was imporfent that you underdsmd our thought 
processes at the exam level so we can make adjustments in our approach if 
necessary 


— Otlglnal Message — 

Prom: Dod>ow, Oarr^ W 

Sent: miursday, September 15, 2005 e:44 PM 

To: Carter, LawrerKS D 

Cc! Rnn, MkJwei E 

SubfKt: RE; Me^ng 

Semtttvny; Private 

Lawrence: 

Thank you for joining the meeting via phone. I held Mark HilSs and John 
http://mailcenter2.comcast.net/wmc/v/win/432DA2AJ000BC7EE000074B82202888744CECDCC0B990... 9/18/2005 
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Comcast Message Center Page 3 of 4 

Robinson bad? for a private session. Please review the below and let me 
know if any of this does not (^pture the substance of flie meefing as you heard 
it Mart? Hiflis confirmed ttiat Roteila made business dedsiCHi to not do the 
manual adjustments to the qualifying rates in anficif^tion of toe system fix 
being imptemented in August 2005, 

- WAMU has been underwriting ARMs (1 ,3.6 & 12 monto MTA OpHon ARMS) 
at the higher of the administrative rate or start rate. 

- The administrative rate has not been manually increased since at least 
October 2004 despite numerous increases in rates, such that the 
administrative rale is now significanfly less than the tofiy indexed rate. 

• Management made a conscious decision to not manuaffy adjust the 
adminisbrative rate and to wait tor a systems fix toat is novir expected to be in 
plac» in December 2005. They are to prowde me the exact date for the 
system fix, exact date when the interim rate change will occur in October, and 
cx>nfitm toat they are going to put in place a manual fix now. In addition, they 
will provide their internal anatysis supporting the assertion that the 
quality of such products has rrot deteriorated during the period that borrowers 
were qualified at less than a fully indexed rate. They are also to provide their 
anatysis of payment shock stress testing over wider interest rate cycles, and 
information to address my questions about HELOC quality given low«r auto 
approval levels and an increased marketing campaign. They also 
acknowledged toat toey underatood toat the regulatory expectation has been 
and continues to be that loan qualification should be at toe folly indexed rate 
for these products, and that it was their intention toat this be done when they 
tatiked with the examinera. 

- i toink toat the concerns we raised hit home (predatory/afibrdability issues, 
only major lender not using folly indexed rates, not com^ying with welt 
understood regulatory expectations, not informing us that the administrative 
rate - manual change was not done and would in fact not be done, reputation 
risk, etc.) 

' The management decision was made in January/February (Roteila is 
credited with this decision at a time that he repcxtedly was hearing from toe 
production folks that pricing/qualifying rates needed to be maintained). The 
information previously provided to and upon which toe examiners retied 
indicated toat borrowers would be qualified at the higher of the administrative 
rate or toe fujiy Indexed. rate. IT^is change was not communicated back to the 
examination team. 

- The credit risk of the decision to not use folly indexed rates or to not 
manually adjust the administrative rate may not be high due to sale of much of 
this product, no relaxation of the DTI ratios, and minimal importance of OT1 in 
FH-edicting tcxss until the OTI ratio moves above 55%. etc. 

- Credit Risk Management folks, feeling some tension/pressure, made a 
judgment to not dig in on the management decision to wait for a systems fix 
because they had gained much In otoer respects, would monitor the credit 
quality, and felt there were mitigating circumstances such as not lowering the 
DTI ratio standards. 


- i believe that my chastising of tois group was eftective, and I intend to 
discuss this matter with Jim Vanasek on 9/26 and with Steve Roteila next 
chance that I get. 

Darrel 


— Original Message — 
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Comcast Message Center Page 4 of 4 

From? Carter, Unwence 0 

Sent: Thursday, Septnnber 15, 2005 5:45 PM 

To! Oochow, Darrel W 

Sebject: Meettr:g 

Senrtttvity: Private 

! hope I didn’t hinder you getting your questions answered during tiie 
meeting tod£^. I tiled to avoid acting in too much. This was a good 
example of what the ex^ners go tivough when they are tiying to get 
to the bottom of tilings during the exam! Alotofgobbledegook. The 
bottom line, though, is tiiat Mark and Joe are both fufly aware that our 
policy r^uires undetwriting at or near ttte fully Indexed rate, whether 
they believe it is correlated v^h performance or not I was glad that 
toey stated tiiat their intentir^ all along has been to require underwriting 
to tite higher of the administietive or fully indexed rate, not the start 
rate. They were suppose to be monitoring tire qualifying rate and 
making changes when necessary to rr^ke sure they were always near 
the fully-indexed rate, but obviously this didn't happen as they had 
hoped in recent months. 


t Back ] 


i?) 20Q4 Co-ncast Cable Communications, Inc. All rights reserved. 
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From: Dochow, Darrel W 

Sent: Friday, June 16, 2006 10;04 AM 

To: Carter, Lawrence D <carterid@office of thrift supervision.com> 

Subject: RE: Talk 


I am available after the caii, 


Original Menage 

From: Carter, Lawrence D 

Sent; Thureday, June 15, 2006 5:01 PM 

To: Dochow, Darrel W 

Subject: Talk 

SensiUvttY: Private 

Can we talk tomorrow for a half-hour or so, maybe right after the Austin Hong call? iVe talked to Ben and 
Rich and we still have some strong feelings on some items that I’d like to "push back" Oust caii me Scott 
Jr.) some on. Generally, we feel that we are quite balanced and do not have any gloves on in our 
approach to our findings and conclusions at WM/IU. We have some concern that if we press forward with 
some things in our meetings and ROE that we may run the risk of losing some credibility in terms of 
understanding the size and complexity of their business and looking as though we do not have a 
balanced perspective. My own fear Is that we may not have done enough to communicate to you vdiy we 
feel that the few negative things we have brought up through findings memos and meetings, while 
important to keep in front of management, are not so serious they wipe out all the right things the 
institution is doing in ail those areas we reviewed and did not have any issues, nor should they negate the 
ongoing good progress in making improvements in a manner that seems reasonable given the size, 
complexity, and status of the institution. And. although they certainly will argue at times, they have 
historically been very responsive to all of our concerns. So these are the things I’d like to talk more about: 

1 . Long Beach -- natural evolution internally will address a number of issues -- they are aligning LBMC 
processes with prime Home Loans and, at the same time, continuing to improve the processes in prime 
Home Loans - they are working at a deliberate, reasonable pace - yes. It will take time because of size 
and complexity, but controlled growth in the meantime and our continuing to raise issues will keep them 
on the right path. We don't feel demanding more than providing us with an acceptaWe action plan with 
realistic timelines is appropriate or necessary at this time. 

2. Corrective Actions in ROE •• We use the memo process to communicate everything we think 
worthwhile, not always necessarily thinking everything should go in the ROE given the findings’ 
sigrtificance in the grand scheme of things. This is actually a very good PROACTIVE process because 
we can get items In front of management that may not yet have risen to a high level of concern. If we 
start putting ALL these items in the report, more important findings will get lost. We have a very good 
memo distribution, response, tracking, and signoff process that operates well without having everything 
duplicated in the ROE. If examiners on other exams are merely citing findings memos and they don't 
have the same tracking process we have, then I would agree they might need more In the ROE. but we 
feel strongly that we should not cite all findings and corrective actions within the body of the ROE. The 
body of the ROE is already not getting read I believe. 

3. Compliance Violations -- 1 need to go back and look at our official guidance myself on this one, as I 
have relied on Rich and Suzie to make sure we comply. I think Suzie feels strongly though that we are 
citing violations appropriately and are taking the time to have full discussion in 'gray areas." 

Additionally, ! need to talk about the meetings next week since we are starling to "over-meeting" the 
institution -- we really don't have a whole lot to add to what we have already told them. Also, if you attend 
all the meetings with execs and Mike goes to the meeting with Kerry and Steve, we probably need to 
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regroup on what we want to accomplish in the exit meeting so we are efficient - i.e., the exit meeting 
starts to almost become unnecessary. We can discuss this. 

Finally, MRBAs -- 1 said I was somewhat indifferent on having any MRBAs, because 1 could see a 
strategy where we decide to give management a break to fix things they are already working on. and i 
could also see a strategy where we want to keep those things that we still feel strongly about front and 
center. At this point, it sounds like we want to have Long Beach, Flood and ERM in the MRBA section, 
with ERM as a "monitor" item as we did last year. ! don't take issue with this as I can see us going either 
way, but we will need to have a discussion with them on what it takes NOT to have a MRBA. They may 
start to feel like, as we have less and less findings, that we start to just take the top priorities and make 
them MRBAs. I certainly don't think we are there yet, but we do need to be prepared to have that 
discussion with them. 

Anyway, let me know if we can talk after the Hong call. 

My management class this week has made me feel empowered! Can you tell? Please don't fire me! 


Dochow Darrel-00022908 002 
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Dochow, Darrel W 




From: 

Sent; 

To: 

Cc: 

Subject: 


Rexroth, Mariana 

Friday, May 1 1 , 2007 9:48 AM 

Dochow. Dairei W; Bisset. John K; Flene, Laura M 

Franklin, Benjamin D; Cl^k, Mary Suzanne; Archibald. Robert D 

RE; Fair Lending Findings Memo 


Thanks, Darrel - 

I have a copy of an internal DOJ memorandum that ouUines the circumstances in which it will pursue a fair lending pattern 
or practice case, i feel quite confident that this situation would wiUiln those guidelines. I will bring the memo on Wednesday 
(it’s hard copy). 

Apropos the lack of tools - that is a reality. I'm willing OK with ywjr changes, but you need to realize that I feel very strongly 
about this, if the agency could be subject to criycism for the ladt thereof, my feeling is that is appropriate and it is high time 
we got such tools. Indeed, one of the few positives of this whole tfiing has been that we are now able to demonstrate that 
the "too!" provided is not workable, i do not believe that s\fc^ping this under the rug is necessary. 

Given that the information requested for the HMDA CHjyier review included a huge customized LAR with appended data, 
with the obvious implication that we were going to use it ... and we obviously didn't ... it seems minimaBy courteous to 
acknowledge the limitations. Pius, they knew (and I did) even as they virere fHJtting together the response to the data 
request that FLWiz would break. They’d tested it when they were evaluating tools for their own use. I’ve talked to other 
large lenders and they describe similar failures when testing the software. The truth is that PC! (die developa-) wants to get 
lenders to switch over to their server based programs (much more expensive), (if you ask about Counb^wide’s use of the 
program - it is not for analysis, but only as a filter on subsets of data.) 

The good news on this front: I had told Montrice that it would be altogether excellent if they could get Bernie Siskind to do 
some training about the use of statistics in fair lending analysis. (He is an economist who has worked in this field - for 
t^aintiffs, advocacy groups, lenders, and DOJ • and also loves to teach arxl able to explain pretty complex statishcal 
concepts to the non-PhD.) I'd given Montrice his phone number and address, and she was able to get him to give a 
presentation at this week’s &-aining. It was. as I expected, excellent and VERY well received. So ... Montrice is starting to 
talk with him about his building the analytical model for OTS!!!! (She asked me to participate.) Anyway, the extra good 
news is that since he just built such a mode! for DOJ. I would expect that it wouldn’t take that long! Then we can have a 
real analytical tool and won’t have to pretend (as DC has been) that the person who is working on Basel and interest rate 
risk - and totally uninterested in fair lending * will ever get around to even thinking about it. 

Mariana 


— Original Message — 

From: EJodiow, Darrel W 

Sent: Friday, May ll, 2007 9:24 am 

To; Bisset, John K 

Cc: Rexrobi, Mariana; Franklin, Benjamin D; Clark, Mary Suzanne; JVchibald, Robert 0 

Object: Fair Lending Findings Memo 


John; 

We have a follow-up discussion on WAMU with Mike Finn scheduled for May 16 at 2:30 PM at which time we hope to 
reach final agreement that no pattern or practice exists. I am comfortable that it doesn't and believe that Mariana did a 
nice Job supporting such. ! und^tand that Laura and Edwin also concur. The exception memo is basically silent on that 
issue, but implies all is well with an effective program. While there is a small chance that Mike may feel otherwise and that 
we may need to revise the memo, I am OK with issuing the exception memo either now or after the May 16 meeting. 

p.s. ! did a stylistic edit that you can accept or not. OTS could be criticized for not having tools that can handle this 
analyses and we need to pursue getting them. 

« File: WAMU Findings Memo FL Home Loans April 07.doc » OFFICIAL Fll F COPY 

OTS/WEST 
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March 5, 2007 

Consumer Compliance Examination 
OTS COMPLIANCE MEMO 6 


DATE: May 31, 2007 

TO: Dick Stevenson, Corporate Compliance Officer 

FROM: Susie Ciaric, OTS Compliance Specialist 

SUBJECT: Com|:^jance Management Program 

CC: Cathy Doperalski, Regulatory Relations 


BACKGROUND tf4FOra«AT10N ^ . 

WaMu's compliance managament program has suffered from a lack of steady, consistent leadership. Dick Stevenson, 
who took over as Chief Compliance Officer on March 2, 2007, is the bank’s ninth compliance leader since 2000, The 
previous compliance officer, Richard Lewis, was in ffie position for less than a year before leaving the bank without 
another position lined up, Most previous persons In this position have either left the institution or been fired. The OTS is 
concerned that this lack of consistent, stable leadership leaves the program vulnerable. This amount of turnover is very 
unusual for an institution of this size and is a cause for concern. The Board of Directors should commission an evaluation 
of why smart, successful, effective managers can't succeed in this position. If you would like my opinion, Just ask. ( HINT; 
It has to do with top management not buying into the importance of compliance and turf warfare and Kerry not liking bad 
news,) 

SMAART 

Since the OTS is now the sole regulator for both charters, the OTS requests that WaMu adopt the SMAART foimat for 
compliance management oversight. The “Working SMAART* frameworK as detailed in the OTS Examination Handbook, 
categorizes the basic components of sound compliance management to include the following; Systems, Monitoring, 
Assessment, Accountabili^, Response, and Training. By setting up the compliance management functions and reporting 
to conform to this framework, it will not only assist the OTS in evaluating the program, but it will help to highlight areas In 
need of management attention, if WaMu's system was better than SMAART, we wouldn't ask for this change. It isn't. 

LEGAL DEPARTMENT INTERFERENCE 

The legal department should partner with the Compliance department, not run it. Managing a compliance program to 
meet the bare minimums of legal responsibility may have the dubious benefit of ensuring full employment for the legal 
department, but it is not the OTS approved way of managing compliance risk. While the certain bank executives have 
stated to regulators that “reputation risk" is a primary concern of the organization as a whole, managers of the compliance 
department apparently didn't get that memo. In numerous meetings, various compliance managers have made it clear 
that they do not plan to implement recommendations to enhance customer service or disclosures 'unless we plan to dte a 
violation.’ This attitude is not a hallmark of a good compliance program, ft is, in fact, a hallmarlc of a poor compliance 
program. 

The risk landscape has changed for banks in the past few years. Fair Lending and compliance risks, including HMDA 
pricing data, Subprime lending, Predatory lending. Non-traditional ARMs, increased use of the Unfair and Deceptive acts 
and practices law, and congressional scrutiny of credit card practices, have increased in the past few years, not 
decreased. Other sources of risk proliferation comes from the New Congress, the presidential campaign, increased 
regulatory scrutiny and "guidance”, consumer advocates, state attorneys general, litigation, the media, and the internet. 
Risks are evolving from “black and while" (are we in legal compliance?) to lots of different shades of gray. 

instead of asking whether or not the bank is in strid: compliance with the lav« and regulations, management should be 
asking "is this disclosure or practice abusive, predatory, unfair, deceptive, or unsuitable"? The standard of wtiat is 
acceptable shouldn't be "where is the line of what is legal or not legal". It should be about managing risk. And focusing 
on fairness, not compliance. Management’s attitude toward compliance shows that they have not made this leap in 
thinking. This change must come from the top of tiie organization and p^meate the culture before effective change can 
happen. 


FINAL: 05/18/21X17 4:251 


Permanent Subcommittee on tnvestigations l 

EXHIBIT #9 I 


Printed: 01/19/2010 3:17 AM 


Franklin__Benjaniin-00020408_00I 


13;02Nov02, 2010 Jkt 057320 PO 00000 Frm 00245 Fmt6601 Sfmt 6601 P;\DOCS\57320.TXT SAFFAIRS PsN; PAT 





ph44585 on D330-44585-7600 with DISTILLER 


232 


VerDate Nov 24 2008 


OTS COMPLIANCE MEMO 6 


REGULATORY RELATIONS 

Is a joke. The purpose of this group seems to be how can give the r^ulators the bare minimum without them raising 
a fuss. And let's give them a Findings Memo template that Is so hard to manage that they will spend half the exam time 
messing v\^h it. Here is how regulators should be managwl: ifth^ ask for information in a certain area, do a SMAART 
presentation. For example, if the OTS examiner asks for a meeUng on Regulation E, provide a presentation of the 
followng: 

the bank’s system of ensuring compliance with this area, 
how this area is monitored for compliance, 
how does the business self-assess compliance, 
how is accountability buitt into the system. 

how have previous audit or regulatory concerns been responded to, and 

what training is provided to ensure your employees know what the hell they are doing. 

This is not rocket science. VWiie ! find the blank stares f usually get endearing, It isn't very effective. If it takes you a 
week to figure out locations where certain functions take place, that doesn’t give me a good comfort level feeling that you 
are properly managing the part of the program. If the bank has a program it is proud of, then show it off. 

The compliance program should have their own regulatory relations group wrth compliance and bank process expertise. 
Shannon Altug, who is a rock star in my book, cant do this ftinction on her own. This isn't an administrative function. It 
should function as a liaison group to organi 2 e the exam and meetings and personnel in such a way as to put the bank's 
program in the best (but honest) light. 

CONTROL VALIDATION PROJECT 

Richard Lewis, the previous compliance officer, stated in a meeting at the last exam that he would implement a control 
validation project at corporate compliance, which would be similar to the function on-going at Card Services. The purpose 
of this project would be to look at all the processes, find the regulatory (or reputation) risks, and then employ mechanisms 
to mitigate or eliminate the risks. The OTS encourages the rapid implementation of this project with high-risk areas 
evaluated first. 

The OTS examiner should come into this institution and find NOTHING wrong. Bank management should be managing 
these processes down to a granular level. When we come in with our minimal resources and find Section 8 RESPA 
violations, absolute abject failures In the flood insurance program, and an abysmal compliant processing program fliat 
management thinks is just great, you should be embarrassed. These reflect fundamental weaknesses in the entire 
compliance management function, from systems to training. 

WaMu should have state-of-the-art risk assessment processes at identifies ALL risk, has a method to weigh and prioritize 
them, control them, meaningfully report them, and manage the risks proactively. Management shouldn't wait for the OTS 
to find the problems. We are not your audit or QC department. 


EXAM FINDINGS DEFINITIONS 
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EXAM FINDING 1 

□ Observation 

□ Recommendation 

□ Criticism I 

Topic: 

Finding; 

Action: 
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WMB, WMBfsb 
January 8, 2007 

Safety & Soundness Examination 
OTS ASSET QUALITY MEMO 11 


DATE: June 7, 2007 

TO: Richard McCoppin, Senior Manager— Credit Services, Home Loans Risk 

Management 

FROM: Rosanne Sinclair. Examiner, OTS 

SUBJECT: Broker Credit Administration 

CC: Cheryl Feitgen, Chief Risk Officer— Home Loans, Home Loans 

Cathy Doperalski, FVP, Regulatory Relations Senior Manager 


BACKGROUND INFORMATION 


Broker Credit Administration (BCA) is responsible for approving tttird party brokers, and performing annual license 
verifications, annual IRS 1 099 reporting, and monthly broker reviews based on a broker scorecard. Third Party Oversight 
(TPO) maintains broker performance metrics, the broker watch list, and the unacceptable third party iist. 

Since the last exam, FTEs have declined (from fifteen to fourteen in BCA, and from three to two in TPO) although the 
number of brokers has increased, There are 14 FTEs In BCA handling approximately 34,283 brokers. Given the large 
number of brokers, a TPO score for each broker was developed to fadiitate review of brokers through automation. Also, 
management revised the broker scorecard. 


d&servstfon: 


EXAMFINOINOS DEFINITIONS ^ ^ ^ ^ 7 
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.1. . 

EXAM RNDINQ 1>- 

/ 0 Observation 

□ Recommendation r 

□ CfitlcISim 


Topic: BCA Policies and Procedures 

Finding: We have reviewed the latest version of the BCA polides and procedures (Policy) and have the following 
commente; 

(1) Page 30 of the Policy states there is a monthly license validation verification process wherein the BCA 
manager or his designee, on a monfoly basis, will randomly select five licenses from the WAMU wholesale 
and Long Beach wholesale channels to verify the current status of the license with the state versus how it 
is reported in the broker database, MLCS, Loanworks, and FiTech as applicaWe. Management verbally 
indicated that licenses are also selected from other broker channels such as WAMU retail and WAMU 
retail builder. We have no information to determine whether this is a statistically significant sample given 
the number of brokers. The 'Monthly License Validation Verification* section of the Policy should be 
amended to darify that a statistically significant sample of licenses per month from each of the broker 
channels will be selected for verification, 

(2) Page 30 of the Policy states there is ^so a random audit process of the analysts’ work for new broker 
or branch files of two files per month. Management verbally indcated this review consists of two files per 
analyst per month. However, we have no indication as to the percentage of the analysts’ work two 
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OTS ASSET QUALITY MEMO 11 


EXAMiPINpING 1 - ' - B Ofe^rvaflott- ° D Recomroendation □ Grittcism 

files/month represents. Gwen this, as wdl as the that this ts a component of analysts' yearly 

performance review, it appears that a per<»nt^e threshold (e.g., 1 0 percent of each analyst's work) 
should be used for sampling. The -Random ^dt Process' section of the policy should be amended to 
define a stated percentage of each analyst's monthly work ttiat wilt be audited. 

(3) The annual certification process consists sdely erf an annual license validation. However, a form 
should be sent to the tyoker on an annual basis which: (a) requests whether there were any changes in 
officers, directors, and piincipals/owners (if sde proprietorship or closely held company), as well as dba or 
company name. Any changes in such individuals/entitv should be checked against the Mortgage Asset 
Research institute (MARI), the internal unacceptaMe list and the internal broker watch list as apc^icable; 
and, (b) includes the six disclosure items reoarefinq suspension, bankruptcy, complaints, lawsuits, etc, that 
appear on page 3 of the current LBMC broker application . 

(4) Page 32 of the Policy states that if during the ev^uation period, Risk Mitigation (RM) has found 
confirmed fraud, the broker will be recommended for immediate termination. Since RM is no longer the 
only department detecting fraud (see Exam Finrfing No. 4 below), the “Broker Eligibility" section of the 
Policy should be changed to state: 'if at any point during the evaluation period fraud has been confirmed, 
the broker wll be recommended for immediate termination.* 

(5) Page 32 of the policy states that Sales may appeal any scorecard-based watch list decision to the 
Third Party Approvals and Monitoring Manager. Further, the Policy states that Sales may appeal any 
scorecard-based termination dedsion to the Senior Manager Credit Services. Lastly, frie Policy states that 
all RM confirmed fraud appeals must be reviewed by and only can be overturned by the Senior Manager, 
Credit Services. This is all one and the same person. We raised concerns about Sales having too much 
leverage regarding these decisions. Management verbally indicated that if BCA and Sales cannot agree 
on a decision on a broker, the matter goes to the Third Party Oversight (TPO) Committee for a vote, and 
the decision is final. However, this process is not stated in the BCA Policy. The ‘Exception Process" of 
the Policy should be amended to indicate that any watch list, termination, or fraud decision appealed bv 
Sales should qo to the TPO Committee for a vote. 

(6) Management indicates that anv broker for which a license is expired, revoked, or inactive is 
automaticaHv terminated in the system and the applicable loan systems will not accept anv loans from this 
broker. The Policy should state this. 

Under the Section of the Policy entitled: ‘Annual License Validatior^.' Rrstiine Data is referenced as the 
vendor used for verifying license information: however, the company used is Reosdata. The policy should 
be amended. 

(7) With regard to the initial approval of brokers in all channels, we noted that no reference checks are 
required. Management indicated that they have, hovrever, implemented an Industry scorecard {CRM or 

I Corelogic) provided by a third party vendor, and ti^at they are addressing length of time in business for 

each broker. The BCA Policy does not include these processes. Further, it is not clear whether this 
scorecard addresses our concern regarding reference checks. The Policy for initial approval of brokers In 
all channels should be amended to require that reference checks be performed to determine the broker's 
performance history. The policy should also specify the required processes and documentation. 

The Policy does not require that certan LoanSafe scores such as the broker lender score and broker 
industry score be run for initial approval of brokers. If these are different from the CRM score, the Policy 
should be amended to require this for initial approval in all channels. 

(8) The Policy is inconsistent witii regard to retail brokers versus brokers in other channels concerning 
documentation requirements for approval. Spectficallv, the Pdiev should require the following documents 
for approval of retail brokers: (a) IRS Form W-9: (b) broker application: (c) broker agreement: (d) company 
certification or corporate resolution: and (e) Articles of tncorporation/Orqanization or Partnership 
Agreement, 

Action; Amend the BCA Policy to address the underlined items in Nos. 1 through 8 above. 

Management Response Requested gj Yes O No 

WaMu' 

MANAGEMENTRESRONSE., El Agree:^ D Partialty j^ree ■ □ Disagree' EnterTai^et:Pate;(12/31/07:]- ■ 

ftraragementReSp^se; itidicaiewheihef y<Ht apree. paftiatty agree] w <teaflreg. Ifybu agrew, prPvkte an aniicipai^ targat dalefwiiTipjamenlalion.; 
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OTS ASSET QUALITY MEMO 11 


EXAM FINDING 1 ^ ^ g ObservaBcOT v ; ^ □ -R^ommendaflon □ Criticism 

PartiaRy Agree; The response ^cHiki,c^earV 4^ine4)at reccKWomded ac^OfldeagreedvvHh aswelt as fi^epodKin agreed io^i 

DfS9gree^:The.responBe:s^^ld(^t^rdermiVliH¥th^:is.tfis{^sw^viift'6wfet£iHI.9rFa(;9ranwfldeed «4iOB,:aiid.outa0ar)v OB^ataig , 

RESPONSE IsuccinGtvresponsfrtQBndii^/ action) ^ ■; 

Management agrees vwth the observations and \wlt implement rorrective actions by the end of 2007. 


CORRECnVEACnONJproViae'st^iflc action steps planned the assjfflied respdnsibte maoage^ aria target ^ates for each) ^ 

1 . BCA will validate 1 00% of licensing to ensure accuracy. This will be accomplished by; When a channel or branch 
Add request is received by BCA the analyst validates the license. A weeWy report is received from our licensing 
vendor and an analyst works report by going directly to the state website. The Policy and Procedures will be updated 
with this information. (Kelly Routier-Kane) (09/30/07) 

2. The Quality Assurance procedures have been recently updated The Quality Audit Definitions are in place and the 
tem|:^ate has been prepared for use. The Team lead v«ll review 10 files (induding new application, channel adds, 
changes and branch adds) for each analyst per month. There will also be a peer review. The analyst \Mfi review two 
files a month for their back up. The template incorporates each individual analyst, team level and department level. 
This will ensure BCA management captures trends at ttie inctividual analyst level as well as department. (Kdly 
Routier-Kane) (07/31/07) 

3. BCA will create a team of analyst to work \with Legal and the Third Party Oversight group to develop and implement 
an annual recertification letter and form. This addtional certification will be performed by the Third Party Oversight 
group. (Watchiist, Unacceptable list, MARI, Secretary of State, Licensing. Bankruptcy, Mortgage Fraud Blogs, 
Lexis/Nexis Search) The Policy and Procedures vwll be updated swth this information. (Kelly Routier-Kane) 
(12/31/07) 

4. Suspidous activity reporting (SAR) on confirmed fraud has been centralized in the Risk Mitigation department If the 
loan fulfillment personnel (underwiiters/processor) suspects or confirms fraud the loans are sent to Risk Mitigation to 
validate and file the requisite SAR documents. The Policy and Procedures will be updated with this information. 
(Kelly Routier-Kane) (12/31/07) 

5. All appeals will be presented to the TPO Committee wfrich currently meets monthly beginning with the July TPO 
Meeting. The Policy and Procedures will be updated with this information. (Kelly Routier-Kane) (07/31/07) 

6. The Policy and Procedures will be updated with this information. (Kelly Routier-Kane) (09/30/07) 

7. The CRM Score (Corelogic) is the third party score used to determine the lenders performance in the industry. The 
CRM incorporates loan date information from Coreiogics Clients (which includes 6 of the top 1 0 Prime lenders and 3 
of the top 10 subprime tenders), Corelogic utilizes the brokers Foreclosure rate, pull through rate, Market area to 
determine their third party score. This score is one of several Items reviewed to determine the brokers performance 
in the industry. The Policy and Procedures will be updated with this information. (Kelly Routier-Kane) (09/30/07) 

8. BCA Management will work with the Retail Channel and Legal to ensure the broker documentation requirements for 
the approval process are consistent as applicable throughout all channels. (Kelly Routier-Kane) (12/31/07) 


Washingtw Mutual, Inc. - Confidential 
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OTS ASSET QUALITY MEMO 11 


EXAM FINDING 2 = B : □ R^oinmendation* P Criticism' 


Topic: Broker Scorecard 

Finding; We reviewed the latest version of the broker scorecard and have the following comments; 

(1) V'4iile ttte pull through (closure) rate is now on the scorecard, v\^ich measures the percentage of 
approved loans that closed, the scorecard still does not contain a metric for loan denial rates which would 
measure the percentage of loans that were denied and not aotyoved . 

(2) While there are metrics for repurchases (wW<^ should measure those attributable to the broker’s fault), 
there are no metrics for indemnifications (attributaMe to ttie broker's fault) . 

(3) The metrics for early payment and first i^yment defaults, and puli through rates only measure the last 
twelve months. The metrics for repurchases, loan to values (LTV), and FICO scores are only measured on 
a year-to-date basis. The metrics for loan type, salability, and product mix are measured for a three year 
combined timeframe and not for separate timeframes. These factors hinder time series and trend analysis. 
We recommend that all metrics on the scorecard be measured for the oast two years and vear-to-date in 
separate timeframes. 

(4) Churning (e.g., repayment of the loan v^hin a defined ttme period) should be defined in the BCA 
Policy. We note that the performance trigger for churning for purposes of the TPO score {see Exam 
Finding No. 3 below) is whether churning is greater than 10 percent of loans within the first six months. 
However, it is not clear v4iether all churning is being measured on the scorecard or just churning that is 
greater than the 10 percent threshold. All churning should be measured on the scorecard, not lust Vi4iether 
churning is greater than 10 percent of loar^s. 

(5) The LTV distribution on the scorecard has no indicator for whether the ioan has PMI, which could skew 
concern if a large portion of the loans are shown to have LTVs over 90 percent There should be separate 
metrics in the LTV distribution for loans with LTV$> 90 percent and no PM! and loans with LTVs>90 
percent with PMI to provide a more accurate measurement of risk, 

(6) Since the FICO threshold for suborime loans secured bv real estate is 620 or below, the FiCO 
distribution lower limit shown on the scorecard should be expanded bevond < 620 so that the FiCO 
distribution of sub prime loans can be ascertained. 

(7) MARI results do not appear on the scorecard. 

(8) . The rate of significant underwriting and documentation deficiencies (attributable to the broker's fault) 
identified from quality control reviews performed bv Corporate Credit Risk and other units are not included 
on the scorecard. 

(9) The BCA Policy indicates that the salability metric measures the percentage of loans that ere salable 
vwthin the last six months, However, there are two columns (portfolio and sale) which could also mean It 
measures whether the loan was placed in the h^d for sale or held for investment portfolio regardless of 
whether the loan had defects which made it unsalaWe. The scorecard should have a metric that measures 
the percentage of unsalable loans due to loan defects (attributable to the broker's faulty 

(10) There are two scores which appear on the scorecard that are not defined — BMP score and Tier 
Score, For one of these (tier score) we believe it is the production tier ranking we received in 
management's response but that is not for certain, AH metrics that appear on the scorecard should be 
defined in the BCA Policy, 

(11) There are no channel norm metrics (e,q., mean) on the scorecard as a basis of comparison bv which 
to gauge performance for pull through rates, loan denial rates, repurchases, indemnifications, FiCO and 
LTV dstribution, and unsalable loans. Further, there are no industry metrics on ti^e scorecard as a basis of 
comparison for the kev performance indicators (KPIs). Finally, the derivation of all channel r^orms friat are 
shown on the scorecard should be defined in the BCA Policy. 

(12) There may be data integrity issues on the scwrecard (for example, under "product mix," the LBMC 
scorecard shows conventional ARMs, conventional fixed, Option ARMs, Interest Only, ALT A and Equity 
under the sub prime row. However, the c»mttned percentages for these products add up to over 100 
percent for the sub prime row. The additive effects of the metrics are not clear). The scorecard should be 
reviewed for data integrity issues. 
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OTS ASSET QUAUTY MEMO 11 


: EXAM ENDING 2 - B 13 Recommendation* ! -'□ Criticism* 


(13) Certain mebics are not vet populated vwth data ( e.Q.. ‘count of reviews’ which measures the number 
of times the broker has been reviev/ed fw perfomiance is Wank). 

(14) There should be separate TPO scores and CRM (Core Logic) scores for prime versus sub prime if 
separate scores exist and are avaiiabie. 

(15) The risk weighting of the performance frioc^rs in ttte scorecard do not coincide with those in the latest 
version of the BCA Policy (Performance Monitoring section). 

(16) The scorecard does not appear to contain certain LoanSafe scores such as broker lender score and 
broker industry score. If these are Afferent than the CRM score, the scorecard should contain these 
metrics (indudnq separate scores for prime and sub prime if separate scores exist and are available). 

Action: Address the underlined items in Nos. 1 though 16 above. 

Management Response Requested g) Yes O No 


WaMu' 

l^iANAGEMENT RESPONSE B Agree □ Partially A^^ '^bt^ree 'Enter"lVrg^fD^te:^ 

Management Response Indicate vAether you agree, padialtir agree, or disagree. Kyouegroe, preiyicie an anticipated target date tm <mpletnentatton. 

Rartiarty Agrees .'Ttie response:^oi^ dearly dMine itwl potion ot the findir^ or recommended action disagreed wHh aswel) as the portion agreed to.: t il 

£Usagrree;;The.Ts^on5e ^ould dearfy define VtHY there is disa^ement valii the finding or reoommended action, and outiine sny mittgating ; ^ ( 

' craimsiancesoraitematiyeraMjrseofsc^iontobepureued ^ o. <^1 i . ^ 

RESPONSE (sucelnct response to fintting'/ action) is-sg-f-it 'it - r. i 

Management agrees vwth the observations and will consider the mehte of each requested action by the end of 2007, 

COf^EGTIVE ACTION (t^wicte spectfic action steps planned, the ^signed i^ponslbte and target dates fdy each) . 

1. Management \mII consider broker scorecard key performance metrics described in items 1 through 8, 11, 12, and 13 
above. (8/31/07) 

2 . Management \Mll then imi^ement the new identified broker scorecard key performance metrics. (12/31/07) 

3. The BCA Policy & Procedure manual will be updated with the correct information to remediate items 9 and 15 above, 
(Kelly Routier-Kans) (09/30/07) 

4, The Broker Management Process (BMP) is a broker rewards program designed as an incentive for brokers with good 
performance and no longer has an impact on BCA's process. The prior BMP process required BCA to terminate 
broker for lack of production, but allowed the Sales Managers to approve reactivation. The termination process Is no 
longer a part of the program and no longer requires BCA support. The Tier Score ranking is based on 3 years 
Production (Tier 1 - More Than 300 Loans Produced; Tier 2 between 300 and 200; Tier 3 betv/een 199 and 100; Tier 
4 between 99-50; Tier 5 less than 50. This tier ranldng helps the analyst understand the overall relationship WAMU 
has with the broker based on their production. BCA's Policy & Procedure manual \MII be enhanced to describe these 
metrics to remediate item 10 above. (Kelly Routier-Kane) (09/30/07) 

5, Separate TPO/CRM scores are available for Prime and Subprime at the channel level. Scores are also produced for 
Branch (Location -wtiich will include all broker codes associated with the specific location) and for the company as a 
whole. BCA's Policy & Procedures manual vwtl be updated v«th instructions and definitions to remediate item 14 
above. (Kelly Routier-Kane) (09/30/07) 

6, The CRM score is the same as the TPO (also known as the Loans Safe Score). BCA's Policy & Procedures manual 
will be updated to describe this metric, (Kelly Routier-Kane) (09/30/07) 
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OTS ASSET QUALITY MEMO 11 


EXAM FINDING 3 =_- ; ^Recoromendation • ~ □ Criticism 


Topic: TPO Score 

Finding: (1) The latest revision to the BCA Polity (pages 31 and 32) contains the derivation of the TPO score used 
to monitor each broker. Ideally, each of the performance metrics in the broker scorecard should be 
reviewed individually against separate KPl beni*marics and thresholds for triggering watch list and/or 
termination. However, it appears due to resource consfraints, management developed one TPO score to 
include these performance triggere to faalitate rew^ of the thousands of brokers with v4iich WMB 
conducts business. While these performance metrics continue to be measured on the scorecard, the 
triggers for being placed on Uie Vi^tch list or tennination are all tied to the TPO score (except for fraud). 

The risk with having one TPO score rather ttian reviewing each metric individually is that one metric could 
be very proWematic but still result in an over^l TPO score that would not trigger any action if the other 
performance measures included in the score are satisfactory since It is only one portion of the score. We 
suggest that management re-assess the current TPQ score process and re-evaluate the ability to have 
separate KPl benchmarks/threshdds for each metric on the scorecard and tie these individual criteria into 
the watch list and/or termination triggers. 

(2) If staffing and resource constraint are such that No.1 above is not possible, we have the following 
comments regarding the TPO score; 

• The performance triggers used in the calculation of the TPO score do not include repurchases, 
indemnifications, and unsalable loans (attributable to the broker's fault). Further, they do not include 
loan denial rates, or closure rates of approved loans. Lastly, they do not include significant 
documentation defects or underwriting deficiencies stemming from post-funding Corporate Credit 
Review fCCR) reviews or other undervwiting reviews (where it was determined to be the broker's 
fault). These should be included in the TPO score 

• The delinquency, early payment default, and first payment default performance triggers only result in a 
deduction from the TPO score if the broker’s performance is 1 .5 times higher than the channel norm. 
However, this trigger threshold is too high since a deduction from the score may not even necessarily 
result in TPO score for which action is taken (e.g., watch list or termination) since there are other 
components of the score. We note that the FHLMC Guide indicates it will terminate sellers solely if 
the delinquency is 50 percent higher frian the average delinquency rate for all sellers (by product) in 
the same statistical metropolitan areas, state, or region, in which the mortgages are located. A 
reasonable threshold for a deduction in the TPO score for these performance triggers would be if the 
performance statistics for delinguencv, eariv payment default, and first payment default were higher 
than the channel norm (mean) and/or industry mean for that particular product and in that particular 
geographic region. 

• There are certain performance triggers that should not be part of the TPO score and should be 
reviewed as triggers for action (e.g., termination) in and of themselves since by being a part of tiie 
score, even if there were significant problems with regard to these items, they are only a portion of the 
score and thus the broker could still have a TPO score that would not trigger action, Churnino and 
derogatory MARI findings are two of these triggers, and should have separate KPl benchmark 
thresholds that trigger termination in and of themselves. Further, the trigger for churning for purDoses 
of a deduction in the TPO score of greater than 10 percent of loans churnino wathin the first six months 
is too iiberai. 

• VMiile page 32 of the BCA Policy states that confirmed fraud is grounds for termination, the TPO score 
incorporates as a component in Risk Mitigation (RM) any fraud or misrepresentation referral to identify 
potential trends of files being referred to fraud. The weighting in the TPO score of »)is performance 
trigger is 10 percent, given the significance of this performance trigger, it appears the risk weighting of 
RM within the TPO score should be higher. 

Action: Address the underlined items in Nos. 1 and 2 above. 

Management Response Requested 0 Yes O No 
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OTS ASSET QUALITY MEMO 11 


EXAM ENDING 3 


B Observatkwi □ Recommendation O Criticisin 


iWaMir 


MANAGEMgNT RESPONSE B Agree D ParBaByj^Me .. O Disagree Enter Target Pate: lia31/2007 ] 


partelV agree, or dis^ree. If you agrse, provide an antio^tadfargetdatelbrimplemenMKm.: 
Paroally.A^e: The response sliouki ctoariy defne (hat portion of the fndmg or recommended action disagreed «vith as welt a^ Uie.porbon agrrad to, 
iNHY thereisdisegreernentvdtfi the ftndirts or recommended action , and outline arry::trtit^aling 
::to bepursued.' 


RESPONSE (suecrmtt response to finding / aetron) 


Management agrees with the observations and will implement corrective actions by the end of 2007, 


CORRECIWE ACTION tpfotrfde specific action steps planned, ttie assigned f€«ponsibte manager, and target dates for each) 


1 , Action Plan for comments 1 above. Management will assess the current KPI and benchmarks for triggering watch 
and termination. We vwli evaluate the relevance and effectiveness of the current triggers and the additional KPIs 
recommended in Finding 1 of this memo to be more sensitive if a single KPI is over tolerance. 

2. The Third Party Oversight team was created in May of 2007 and is solely dedicated to monitoring broker 
performance. The score will only be one portion of the evaluation. The analyst will be trained to evaluate each KPI 
on the scorecard for the significance of the individual ti'igger as well as the impact of the KPI to the overall risk to 
WAMU. This department is reporting up through the Third Party Approval and Monitoring Manager. The Policy and 
Procedures will be update with this information. (Kelly Routier-Kane) (12/31/07) 


Washington Mutual. Inc. - Confldentiat 
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OTS ASSET QUALITY MEMO 11 


EXAM FINDING 4 . Ef 'O Recommendation- - □ Criticism 


Topic: Watch list Process 

Finding: (1) Page 32 of the BCA Policy indicates that if the bn^erTPO score is >50 but <=75, then the broker is 

recommended for the watch list Furthw, If the broker TPO score is<=50, then the broker is terminated, in 
this regard, since the highest TPO score avaflaWe is 100, these thresholds seem too low, especially since 
loans continue to be accepted from the broker during the time the broker is on the watch list and thus WMB 
is at risk. Since a score below 80 would apc^ar to indcate some type of materia! shortfall, a TPO score of 
>=70 but <80 should trigger a watch list recommendation and a TPO score <70 should trigger a 
termination. Further, as additional criteria, anv broker who was a higher than benchmark level of early 
payment defaults and first payment defaults or other indications of potentiai fraud should be traced on the 
watch list regardless of the TPO score. 

(2) At the last exam, a separate department, Risk Mitigation (RM). was performing a pre funding loan 
review of a sample of loans from each broker on the watch list for ninety days. This exam, management 
has provided a TPO Watch process for Long Beach Mortgage Company which management indicates is 
going to be rolled out to all the other twoker channels. This new process indicates that an underwriter with 
a Risk Level Authority of 4 or higher from the loan fulfillment center (LFC), not RM, will be reviewing 1 00 
percent of loans from brokers on the watch list on a pre funding basis during the ninety day timeframe. If, 
during the review, misrepresentation arrd/or fraud are suspected, the reviewer must review the findings 
with the undenATTiter or team manager and investigate tWs. If discrepancies cannot be resolved, the file is 
then sent to RM. 

While acknowledge that this new process provides more coverage of loans of brokers on the watch list 
by reviewing 1 00 percent of the loans versus a sample, we indicated to management that the concern is 
that RM is specifically trained to detect fraud and fraud detection entails a different skill set than just 
underwriting. Therefore, in order to mitigate risk to WMB for early payment defaults and first payment 
defaults and other fraud risks, Ws new process should be supplemented. Management's response 
indicated that RM would perform a random audit of files reviewed by the LFC; however, this appears to be 
a post-funding review and would be too late to prevent fraud. Specifically, in addition to the LFC process, 
for each broker that is on the watch list for early payment defaults and first payment defaults or other 
potential fraud indicators. RM should perform a statistically significant ore-fundino sampling of loans for 
review purposes 

{3) The section of the TPO Watch Process entitled; “Removal of Broker on Watch* uses frie nomendature 
“Risk Mitigation finding' to refer to fraud. However, since fraud can be found by either RM or the LFC, the 
use of the term "Risk Mitigation finding* should be replaced with “fraud finding" under the section "Removal 
of Broker on Watch’ of the TPO Watch Process P&Ps. 

Further, under this same section of the TPO Watch Process, it is stated that if the broker was placed on 
watch status due to a RM finding, and one or more RM findings occurs in the 90-day period, the broker wilt 
be terminated. However, regardless of the reason for being placed on the watch list, if there is a confirmed 
fraud finding, the broker should be terminated; this is also consistent with page 32 of the BCA Policy, Thus, 
the “Removal of Broker Watch* section of the TPO Watch Process P&Ps should state: “if there is one or 
more confirmed fraud findings during the 90 period, the broker will be terminated" 

Action: (1) Amend the BCA Policy to address the underlined items in No. 1 above, 

(2) Revise the TPO Watch Process P&Ps to address the underlined items in Nos, 2 and 3 above 

Management Response Requested gf Yes O No 


WaMU' 



MANAGEMENT RESPONSE; B^Agr^ □ Partially Agree Disagree iBr Enter Ta^et Date: [lO/SIfQTJ-iiiiis 
Manag9m0nt Response; IncUoate whether you agree, partally agree, or disagree.. If you agree, pimutejm a/tticlpated target date for implementation. | ^ 
Partly Agree; The response ^ould ^dearly define that portion et the finduig <»: nscotranended action disagreed with as well as fte pc^tlon agreed to: >: j ; 
Disagree;: Ihe meponee ehouM cleaily define AAMY ltrew is tfis^eomenl with the rndng^H recommended action, and outline any mitigating : : 

circumstances c^aftemative course of acfron to be pursjed ^ ^ * ''x.- ^ ’'L I." i 

RESPONSE ^succinct response to fltwHng/wllion} - : 

Management agrees \Mththe observations and will implement corrective actions by the end of 2007. Please note that the 
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OTS ASSET QUALITY MEMO 11 


FINDING 4 ‘ ‘ ~ g Qbseivatfetw ' ~ - O ftecbmraendation =- □ Criticism- 

watchfist process is undergoing a significant update witti ttie pencfing implementation of third party vendor fraud software 
(Dataverify). The new watchlist process will be rolled out to ail channels by September 2007, 


CORRECTWE ACTION tPfo\ide:specifie action steps planned, the assigned fespOTsaMemahageft and target dates for each 

1. Management v/ilt evaluate increasing the threshold tri^er for admission of a broker to ttte watchlist {Kelly Routier- 
Kane) (08/31/07) 

2. If applicable, the new threshold will be implemented and documented in the BCA Policy. (Kelly Routier-Kane) 
(9/30/07) 

3. Management will evaluate and enhance the termination section of ttie TPO watch process for handling of reported 
and confirmed fraud. (Kelly Routier-Kane) (09/30/07) 

4. Risk Mitigation will implement an independent review of 100% of watch listed brokers pre-funded pipeline when the 
loan is approved by Underwriting prior to funding Risk Mitigation wii notify BCA if misrefM^esentation is confirmed in a 
single instance foiloNwng placement on the watchlist The Is'oker is automatically terminated. Ail Washington Mutual 
Home Loans employees are responsible for detecting and reporting suspiidous activity to Risk Mitigation. Risk 
Mitigation is responsible for investigating and r^rting the inddent to FiNCEN. (Chris Johnson )(Rich McCoppin) 
(10/31/07) 

5. The BCA Policy & Procedures manual will be updated as needed. (Kelly Routier-Kane) (9/30/07) 


Washington Mutual, inc. - Confidential 


Page 9 of 1 1 


Hedger_^Ann-00027930_009 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00255 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 




ph44585 on D330-44585-7600 with DISTILLER 


242 


VerDate Nov 24 2008 


OTS ASSET QUALITY MEMO 11 


EXAM FINDING 5 “ ^ 0 Obs^vatton □ Recomraenda^on 


Topic: 

HELOCs/Seconds 


Finding: 

if brokere are used to obtain HELOCs or second liens, there should be seoarate metrics on the broker 


scorecard for these products fsimilar to hovy sub prime products are shown on the scorecard) 

Action: 

Address the underlined item above. 



Management Response Requested 

□ Yes M No 

^kSiSS^- 

ip WaMu' 


MANAGEMENT RESPONSE B Agree □ ParttaHyAgree .□ Disagree Enter Tat^et Date: {1^31^7 1 


indict whether you agree, psrtislfy agree, or disagree. If you agree, pnavide an anticipated target date for nr^lamentatK^ : : : 
PsrfiaJfy /tgr»e; The re^onse shoutd dearty define that portion of the fnding or recommended action disagreed with as well as the portion agreed to- f '' 
Olsagpee^. liie response shwild dear^ ddine VSWY there rs dteagreemertf with the Coding or recommended acttoriv and^oirfflrte ar^ mutating ■ 

. idfoimslanoesor attemalive course «rf action to be pursued. , . . - , ‘ 

RESPONSE {succinct response to finding / Vction) [ti : !. . 

Management agrees with the observations and witi Imfi^ement separate reporting of HELOCS and second lien product 
performance metrics on the broker score card by the end of 2007. 

GORRECTfVE ACTION (provide specific action steps pianned, the assigned respcMrsifaie manager, and target dates for each): : ? 

1 , HELOCS are currently serviced on two platfoirns. A system conversion due at the end of July - converting all 
HELOCS to the Fidelity servicing platform. Once this is complete the HELOCS will be included in the scorecard 
HELOC (TBD) (7/31/07) 

2. The performance metrics for the second lien product will be reported separately beginning with the November, 2007 
broker score card reporting cycle (Joy Hicks) (Rich McCoppin) (12/31/07) 
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OTS ASSET QUALITY MEMO 11 


EXAM FINDING 6 B JbfeiS^'Vgigow . €1 I^Comni^ndaBbn u! □ : 

Topic: Resources and Staffing 

Finding: Given the reduction in FTEs and tfte increase in fraud, early payment defaults, first payment defaults, sub 
prime delinquencies, etc. , management should re-assess the adequacy of staffing in the BCA and TPO 
units. 

Action; Ensure there are adequate resource in the BCA and TPO units. 

Management Response Requested □ Yes B No 

111 WaMu* 

MANAGgMEMT RESPONSE , 0 Agree □ Partially Agree □ Disagree Enter Target Date* [NA] 

Menagement Re^onse; IrKhcarte whether you a^ee, partiaily aaree, or dtsagree. If you agree, provide an anticipated largei date for 

Partfatly Agree: resprmse ^ckuld tidily deftie lhal podioo ctfdw fimSns or recommended aclen disagreed vtith as weiiastbe ' !> ' ■ 

D/sagree; The response shouWetear^ define \A«Ylhe» te,«Sa^reemert«th the firidB>B or recoTTwnended action, and oullme any mitiga«Ba - ' 

circorrelanoesorahemaHvecourefiOfacfon io bepursued.-' . t. 

RESPONSE (succinct response to finding f action) : . uIm ,. .. . 

Staffing needs are evaluated continually and adjusted as necessary. 

CORRECTIVE ACTION (provide specifle actirwi steps planned the assigned responsartemanager. and target'Bitielftiiaidtijiiiiiv^ : 

Not applicable. 
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Re; May 3 memo Page 1 of 2 

From: Lee, C K 

Sent: Friday, October 12, 2007 9:57 AM 

To: Finn, Michael E <finnme@office of thrift supervision.com> 

Subject: Re: May 3 memo 


Mike- 

Thanks for this. We're meeting with SEC next Thurs to discuss where we go from here. I'll keep you posted, ck/ 


Original Message 

From: Finn, Michael E 
To: Polakoff, Scott M 

Cc: Ward, Timothy T; Lee, C K; Simone, Michael L 
Sent: Fri Oct 12 09:53:02 2007 
Subject: RE; May 3 memo 

Scott, 

I’m sure much of your message was directed towards the NE region. Any lapse in the NE not meeting your expectations is 
my fault. I have spent much of my first month back here trying to assess our regional risks, work processes and supervisoiy 
approach. While I’m much more Infoimed on our efforts in the region, I have not focused enough energy on sharing my 
views with CK and coordinating our efforts. We can and will do better. 

I talked at length with CK yesterday about the NE region's approach on Morgan, Merrill, Lehman, ING and SocGen and 
enhancing coordination with CIO. We are progressing towards a more complete continuous supervision process on these 
cases to include deeper CIO input and participation. Based on my discussion with CK, I'm confident that we will meet your 
expectations regarding our work with these firms. I have meetings scheduled for Monday and Tuesday with the NE senior 
management team to discuss our regional priorities and processes. We will discuss our approach on these cases and review 
expectations regarding CIO involvement in our supervisory planning, monitoring and meetings for these firms. 

We will also need a strong influence in DC to gain greater access to information and analysis from the SEC on the three 
broker/dealers. CK indicated that he would work with you in the coming days to identify next steps in our approach with the 
SEC to break (he logjam in getting information that the SEC uses in the CSE supervision process. CK and I were also able 
to discuss our work on ING, which b progressing smoothly, and some recent discussions regarding SocGen’s interest in 
modifying its business model. We are committed to working closely with the CIO unit to ensure that we have a strong 
supervisory framework in place at each of our internationally active firms. 

Mike 


From: Polakoff, Scott M 

Sent; Tuesday, October 09, 200? 5:39 PM 

To: Ward, Timothy T; Finn, Michael E; Dochow, Darrel W; Lee, C K; Quigley, Lori G 
Cc: Poi^off, Scott M 
Subject: May 3 memo 

Tim, Mike, Darrel, CK, Lori - as you may recall, I sent out an e-mail on May 3, 2007, that announced a number of changes 
(see below). Now that we are 5 months into this new process, I am not yet comfortable that we have made sufficient progress 
toward accomplishing these goals. Please consider diis e-mml as a gentle reminder of my expectations, and that I need all of 

( Permanent Subcommittee on investi2«tions| 

EXHIBIT #11 I 
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Re: May 3 memo 


Page 2 of 2 


you to help make this happen: 

CK, Lori - please know that I hold you accountable to fulfill yoiu obligations with the below mandate. Remember that you 
are expected to be equipped to follow trends and answer questions fiiat may arise on matters facing the below firms. You 
must not, however, disrupt the examination process for these companies, which currently remains the domain of the regions. 

Darrel, Mike - please know that I hold you accountable to invite Lori and CK to participate in the risk assessment, 
supervisory planning, offsite monitoring, and management meetings with the below companies. Remember that you are 
expected to include them in a timely manner and incorporate their views into your process. You must not hold important 
management meetings or strategic planning sessions without inviting Lori or CK to participate. 

Please let me know if you have any questions. 

Thanks. 

Scott 

Fifth, we will implement the process contemplated in New Directions Bulletin 06*12, issued in September of last year, in the 
most complex companies subject to 07^ supervision. In particular, headquarters staff will be more involved than in the past 
with the risk assessment, supervisory planning, offsite monitoring, and maiagement meetings with respect to this population 
of companies. This will ensure we have another set of eyes following our large, complex enterprises and will ensure that we 
are equipped in headquarters to follow trends and answer questions that may arise on the matters facing these firms. Lori 
QuigleyDs group will follow those firms with a domestic focus. C.K. LeeDs group will follow those firms with extensive 
international involvement - in addition to his groupOs cuirent responsibilities, which will not change. The breakdown of 
companies is as follows: 


Lori Quigley; Washington Mutual 
Countrywide 

CK Lee: Morgan Stanley 

Merrill Lynch 
Lehman Brothers 
ING 

Societe General 
American Express 
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j )^Asset ^aiity 11 Safety and Soundness } I Conswrier Compliance | j infoimation Technology 
I AQ i Memo#! 22 \ 

DATE: June 19, 2008 

TO: David Schneider, President Home Loans 

FROM: Ann Hedger, OTS Examiner; Ben Franklin, QTS EIC 

( subject: Loan Fraud investigation | 


Cathy Doperalski, FVP, Regulatory Relations 
John McMurray, Chief Enterprise Risk Officer 


We reviewed an internal memorandum dated April 4, 2008. documenting a review that resulted from an atlegabon by PMl 
company AIGflJG that suspected loan fraud had occurred in one of the Bank's lending offices. AIGAJG also referred the 
matter to OTS. 

The internal review disclosed that fraud/misrepresentation did occur at the specific office raised in AiG/UG's allegation. 
Further, the review noted that "control gaps were identified witWn tfie HL orignation and risk management processes tfiat 
did not su^idently mitigate loan fraud exposure.* V^^ile this review focused on one office in particular, It raised questions as 
to wtiether similar conditions are systemic throughout the organization, particufarty since marty of tine issues raised have 
either previously been raised internally or have been noted at the current or at prior OTS examinations, such as: 

• The Internal Risk Mitigation process identified this specific office (along with the Retail Broker Program and one 
other spedfic office) as having heightened fraud exposure in 2005 and 2007 revieNvs. These concerns svere not 
acted upon in a timely manner 

• The internal review noted that a formalized process did not exist to identify, monitor, resolve, and escalate tiilrd 
party complaints similar to the one raised by AIG. Similar issues have been raised in the 2007 OTS compliance 
exam and in the Banks 2006 internal investigation into the appiraisal process 

• The review raised concerns regarding “sales focusecWncented ori^nations with limited focus on individua! 
accountability.' Essentially, the review defines an origination culture focused more heavily on production volume 
rather than quality. An example of this was a finding that production personnel were allowed to participate in - 
aspects of the income, employment, or asset verification process: a clear conflict of interest The review also 
notes that systems and processes support incentive compensation programs rather than measuring individual 
performance (e.g., loans recorded under one ori^nator rather than tee person who actually originated the loan. 
This practice was found to occur at other offices). Prior OTS examinations have raised similar issues including the 
need to Im^emen! incentive compensation programs to place greater emphasis on loan quality. 

• The review noted that loan origination processes did not mitigate misrepresentationflraud. Many of the issues 
noted in the interna! review such as those related to income reasonaUeness, overlooking "red flags’, etc, have 
been raised at this and prior OTS examinations. 

V\teile we recognize that management has recentiy taken a number of actions to improve the quality of originations, this 
investigation, by raising concerns that are reoccurring in nature or that have not been adequately addressed, highlight the 
need for ongoing vigilance and commitinent by management and the board to maintain a production environment in the 
Home Loans Group that is committed to quaii^ production. 


Saved: 07/0S/2008 1 0:03 AM 


Permanent Subcommittee on lnvesti2ations l 

EXHIBIT #12a j Bisset_John-00046124_^001 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00260 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 





ph44585 on D330-44585-7600 with DISTILLER 


247 


VerDate Nov 24 2008 


AQ MEMO #22 




W- 







. , aGfStofjmw'Rflwessaitunatemssho^ 

KxanBnalori 8n0:.rnsn[»fi«l m j 


?S^»Hi^WTOni»aTlpgBiwmCTj^wei^^ ii3»fe^ywg^HwsaTO^i^^iniife;^a«efaJ^tafti^a eqa}ft:a6efttioc{W yi? 
;|rJ^raH'^'.@£W3i&ii<»&;aiE^w^^.9K5sn2i{lbeT£^>ttl^£)ahib|Stidfi;rainfiti»e^9^i4tt^fi{iSK#:^t6KWa'H^'ii^;S 


exAMRNDlNG# 


iOb<.crvalion [_]RccomniviJatio |X - l n 


Topic: Originafen controls in Home Loans 

Finding; The internal investigation discussed in tiie teckground section above, noted a number of origination control 
issues that impacted the Office under review and may be systemic in ti^e origination process. Management 
should addr^s the issues raised in the investigation including; 

1 . The lack of a formalized process to identify, moretor, rescrfve, and escalate third party comprfaints. 

2. Inadequate issue escalation and untim^y management response to ‘unfavorable patterns of 
operational and employee practices* such as those identified in frie investigation 

3. incentives based on volume of originations vwth limited focus on individual accountability, and in 
particular, any processes that allow production personnel to participate in verifying borrower financial 
information, 

4. Loan origination processes that do not adequately mitigate misrepresentation/fraud. 

Action: Evaluate and correct any contic^ issues whether isolated or systemic and report the extent of these issues to 
OTS. 

Management Response f^equested [x]Yes | | No 


i WaMu- 


^Ww|6|l6Nf(^b«s|,f Qas ree - i '^jjPartially Agrefc-H^^OisagreC" ^Enter TargeLOateS-;:^ :l12/31/2008If >> 




VfiujSfae.-partiaiwagretf. 


., ,. r.. .. » 4,s»t..i .1, v.A. .. « i- ■-■».;■ - - A. .»■••»? jl-. 


There are many controls that have been put into place in Home Loans since this investigation was done, as weil as a 
significant change in Home Loans' business stiategy that mitigate many of the issues identified in this memo. These 
changes indude, but are not limited to: the implementation of a comprehensive pre-funding fraud tool and pre-funding 
evaluation process, the elimination of all ttiird-party lending channels induding retail broker, and post-funding file quality 
reviews held on a weeMy basis vwth senior management and channel leaders to address loan quality issues. 

WaMu Home Loans is currently beginning to design compensation plans for 2009. Included in the planning discussions a 
incentives tied to loan quality. 


[gpRREgTlVE.3WT>OMliff.dy»de.Speclfic.act{wi:steps;i3fahn^tti>ra^gnfca.r»spo«5lbieitianaQe)^and1aifaefdMes.Jfeit;'eachy!: 


Formalize the third-party complaint process to ensure that significant issues are escalated to Home Loans Operational 
Risk and \Miere appropriate, tracked in a centralized issues tracking system. The process will include the definition of a 
significant issues and dear ownership responsibility, (McCoppn, Wagner. Struck) - September 30, 2008 
Formalize issue escalation {xocess and follow-up procedures and actions that result from findings from Risk Mitigation 
reviews. (McCoppin) - August 31, 2008 

Require fraud training and certification of all fulfiliment personnel. (McCoppn, Brown) - December 31 . 2008 


Washingtcm Mutual, tiK. - Ctmfidential 
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AQ MEMO #22 


EXAM FINDING# 2 : 


jObsonratiM* [XjRr»coni i-*-* > 


fiticism 


Topic; impact on third parties 

Ftndmg: The above investigation raises the questior> ofwhettiertoefraiK^misrepresentetion noted during this 
investigation is materia! enough ttrat It creates a poterrtial recourse issue to third party investors. 

Action; investigate and determine \Miether a recourse situation has been created and report the findings to OTS, 

Management Response Requested { } Yes ( [No 


WaMu' 


MANAGEMENT RESPONSE [xjABree QPa’rtaHl' Asree Qotsaaree _ Enter Tarflet Dais* HaSJttOTJ 

M9ns0<vnenr^5ponse indicate wfie'hcr you ^lee.'paitsaiVad''^ or disa^ea.tlfyouagrea.prav'dBanantcipsiedtaisd-dstef^r^iAcnenisiionr?:;-. r i 
FatonUy Afjro* atie response shoulfi dCBiiy'tfadjrte ha‘ po-lior-vins < -n -- w raco-wnenried acfcn i^teagresd vBlh as weRns the por'ion aj eed-l 
Disagree.^' The4BBDon!X'shDukl;GteariyuPerino'VU^^«>rets'di^r^jtipriivi.Ttrr^'eTvtejr^ (NVf>u>mRib;»^Sa^h/a^ 

altermitee coursed asfion to ftepute^d ' T 4 ’ " ^ i - 

- : . - 1 ' i ....I.IlZZ— 

Carey Brennan, Legal, and Joyce Mizerak, RepurcJiase & Recovery, are continuing to review and investigate 
the information provided by CFI. To date, their findings are as follows; 

1 . Repurdiase & Recovery determined that a total of 21 Fragoso loans had been referred to Repurchase & 
Recovery for a determination of potential repurchase lialwltty. Two of the loans were referred directly by Freddie 
Mac and have been repurchased. Of the remaining 19 loans, all were referred by Risk Mitigation and 
Repurchase & Recovery determined that (a) 4 loans had been sold to Freddie Mac and the alleged 
misrepresentation has had no adverse impact on the loans and. therefore, the loans are not sutyect to being 
repurchased, and (b) the remaining 15 loans are held In the company's loan portfolio and were not sold and, 
therefore, there are no recourse implications associated with these loans. 

2, Of 91 loans reviewed by Risk Mitigation in November 2007, the Data Verify tool identified 47 loans as having 
flags of fraud or misrepresentation. These loans were manually reviewed by Risk Mitigation who determined 
that 29 loans contain more than one fraud Indicator. Per CFI's report, all of these loans are held in portfolio, are 
current and have been flagged on the servicing system to prevent them from being sold. Therefore, there are 
no recourse implications associated with these loans. 

C0RfeEG’'^d'^Tltwi(iiTOVlde:specifid,^ctloo:^tep&iplaHn^Vtftff:^slane<l:re^oi^f^n>^ 

1. WaMu will finalize its analysis to determine if any additional action needs to be taken. (Mizerak) - December 31, 2008 


Washington Mutual, Inc. - Confidential 
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wqlf i 


S^ewbei;jtp;”20B;7:;fj)OTe;3Q;^^ 

i;;: ConipHehen^ve EiaThinatiopsiofni; 

-■ Washington Mutual Inc, 

Washington Mutual Bank 

lili'c Washington Mutual Bank, fsb 


.i>Kw 
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Asset Quality (continued) 

• The small business lending portfolio, a relatively 
smaller and newer portfolio, is also experiencing a 
high loss rate 

• The commercial lending portfolio remains fairly stable 

• High SFR losses due in part to downturn in real 
estate market but exacerbated by: 

- geographic concentrations 

- risk layering 

- liberal underwriting policy 

- poor underwriting 
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Asset Quality (continued) 

• Discontinuing higher risk lending and tightened 
underwriting policy should improve asset quality; 
however, actions should have been taken sooner 

• Other SFR underwriting control deficiencies identified 
I internally that should be addressed included: 

1 1 - Sales Incented originations with limited focus on individual 

I accountability 

- Origination personnel participating in verification of borrower data 
- Inadequate process for escalation of problems and complaints 
- Origination process that does not adequately mitigate fraud 

i 

I ^ 
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Management/ Board Performance and 
Oversight Unsatisfactory 

• Poor financial performance due in part to market 
conditions; however, performance exacerbated by 
conditions within management's control: 

- Poor underwriting quality 

- Geographic concentrations in problem markets 

- Liberal underwriting policy 

- Risk layering 

• Significant underwriting and process weaknesses 
noted again in the Home Loans Group 

• Reducing higher risk lending products and practices 
should have been done sooner 

27 


Polakoff_Scott-0006I303_027 


VerDate Nov 24 2008 13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00266 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


253 


VerDate Nov 24 2008 


Management/ Board Oversight (cont'd) 

• While progress has been made to improve 
compliance weaknesses, significant concerns remain, 
particularly for BSA/AML 

I ‘An adequate ERM function still does not exist 
i although this has been a MRBA for some time 
; I - Critical as a check and balance for profit oriented units 

I i - Necessary to ensure that critical risks are identified, 

I I measured, monitored and communicated 

1 1 - Even more critical given increased credit, market, and 

1 1 operational risk 
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Office of Thrift Supervision 

Department of the Treasury Wat Regio n 

l^cific PJa^ 2CS)1 Juflipero Sena Boulevard, Smts 650, Daly City. CA 9404-1976 

P.O. Box 7165, San Rrancis®, CA 94I20-71« • Telejdionc (6S}) 746-700D • Fax; (650) 746-7001 


Hand Delivered 


September 25, 2008 


OTS No. 08551 


Washington Mutual Bank 
1301 Second Avenue 
Seattle, Washington 98101 

Re: Appointment of a Receiver 

Dear Sirs/Madam: 


This is to notify you that die Director, Office of Thrift Supervision, by Order Number 2008- 
36, dated September 25, 2008, appointed the Federal Deposit Insurance Corporation as receiver 
(Receiver) for Washington Mutuil Bank, Henderson, Nevada (Bank), and authorized the 
undersigned to deliver notice of such appointment. 

The Receiver is now taking possession of the Bank pursuant to the terms of its appointment 
as set forth in Order No. 2008-36, a copy of whidi is attached. In connection with the 
appointment of the Receiver, we respectfully call your attention to Section 5(d)C4) of the Home 
Owners’ Loan Act of 1933, 12 U.S.C. § 14^(d)(4), which establishes criminal penalties for 
refiisal to comply with the Receiver’s demand for possession of the property, business and assets 
of an association in receivership. 


Please countersign a copy of this letter and indicate the time and dale of your receipt of the 
letter and attachment in the space provided on the following page and return such copy to me. 

Sincerely, 




Darrel W. Dochow 
Regional Director 


Permanent Subcommittee on Investipatinn^ 

EXHIBIT #13 I 
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Notice of Appointment of a Receiver 
Washington Mutual Baoh, Henderson, NV 
September 25, 2008 
Page 2 


Attachment 


Received bv: 

Print Name mid Title 

At ^ , P.M., P.D.T., on Thursday, Si^tember 25, 2008 


Signature; 



Accepting Appointment of FDIC as Receiver for Washington Mutual Bank, Henderson, NV; 



Name and Tille f ' /if ~ / 


P.M,, P.D.T., on I'hursday, September 25, 2008 


Signature; 
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FDIC 

Dtvisioii of Resolutions and Receiverships 
Dallas Regionai Office 

1691 Bo’ui Street 
Oall«,TexM 75291 


Tetephose (214) 7S4-9098 


September 2S, 2008 


Office of Thrift Supervision 
Washington, D.C. 

Subject; Washington Mutual Bank 

Henderson, NV - In Receivership 
Acceptance of Appointment as Receiver 

Dear Sir or Madam: 

Please be advised that the Federal Deposit Insurance Corporation accepts its ajqjoiiitment as 
Receiver of the captioned depository institution, in accordance with the Federal Deposit Insurance Act, as 
amended. 


Sincerely, 



Printed Name: Robert Schoppe 
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Office of Thrift Supervision 

Department of the Treasury 



I certify that annexed hereto is a true copy of the 
document described below made from records of the Office of 
Thrift Supervision, Department of the Treasury. 

Copy of the Office of Thrift Supervision 
Order Number 2008-36, executed on September 
25, 2008, appointing a receiver for Washington 
Mutual Bank, Henderson, Nevada, consisting of 
three (3) pages. 


Signed this 25*'' day of September, 2008 


OUAtJt ^ fJU.. — 


Darrel W. Dochow 
Regional Director 
West Region 
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OFFICE OF THRIFT SUPERVISION 


Receivership Of A Federal Savings Associatton 


Date: September 25, 2008 

Order No.: 2008^36 
OTSNo.: 08551 


Tlie Director of the Office of Thrift Supervision (OTS), or hLs designee, in 
cooperation with the Federal Deposit Insurance Corporation (FDIC), has determined to 
appoint the FDIC as receiver of Washington Mutual Bank. Henderson, Nevada (Savings 
Bmik). 


GROUNDS FOR APPOINTMENT OF FDIC AS RECEIVER 
FOR THE SAVINGS BANK 

The Director, or his designee, based upon the administrative record finds and 
determines the following: 

(i) The Saving Bank is likely to be unable to pay its obligations or meet its 

dqx)silors* demands in normal course of business; and 

(ii) The Institution is in an unsafe or unsound condition to transact business. 

The Savings Bank is a Federally chartered savings bank, the accounts of which 
are insured by the Eteposit Insurance Fund (DIF). The Savings Bank has its home office 
in Henderson, Nevad^ As of June 30, 2008, the Savings Bank reported total assets of 
$307 billion. 


DISCUSSION OF GROUNDS FOR APPOINTMENT 
OF A RECEIVER FOR THE SAVINGS BANK 

Section 5(d)(2XA) of the Home Owners’ Loan Act (HOLA), 12 U.S.C. § 

1 464(dX2)(A), provides that the Director may appoint a receiver for any insured savi ngs 
association if the Director determines that one or more grounds spccifi^ in section 
1 1(c)(5) of the Federal Deposit Insurance Act (FDIA), 12 U.S.C. § 1821(cX5), exist. 

Under section 1 1 (c)(5)(F) of the FDIA, the Director may appoint a receiver if a 
savings association is likely to be unable to pay its obligations or meet its depositors’ 
dem^ds in the normal coiase of busiiwss because it does not have sufficient liquid assets 
to fond exj^ted wiftidrawals. The Savings Bank has insufficient cash and liquid assets 
conv^ible to cash necessary to pay its obligations and the expected withdrawal demands 
of its depositors. The Savings Bank has suffered significant cash outflows, exceeding 
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Order No.: 2008-36 
Page: 2 

$22 billion siiKte July 2008, in part because of adverse p^licity. The Savings Bank has 
limited and diminishing liquidity sources available to if and the current rate of outflow 
will deplete the Savings Bank’s cash resources and liquidity wiAin a short period of time. 

Therefore, the Director concludes that the Savings Bank is likely to be unable to 
pay its obligations or meet its depositors’ demands in the imrmai course of business 
because it docs not have sufficient liquid a^ets to pay those obligations and fund the 
expected wthdrawals. 

Under section 1 1 (c)(5)(C) of the FDIA, the Director may appoint a receiver if a 
savings association is in an unsafe or unsound condition to transact business. The 
Savings Bank is in an unsafe and unsound condition as a result of its severe liquidity 
strain, deteriorating asset quality, and continuing significaht negative operating earnings 
with no reaiistie prospects for raising capital to ensure that it can repay all of its 
liabilities, imjluding deposits. 

The Director, or his designee, therefore, has detenmned that grounds foe the 
appointment for a receiver for the Savings Bank exist uirder section 5(d)(2) of the FIOLA, 
and secdons n(c)(5)(C) and (F) of the FDIA, 12 U.S.C. §§ l821(cX5)(C) and (F). 

ACTIONS ORDERED OR APPROVED 
Appointment of a Receiver 

The Director, or his designee, hereby appoints the FDIC as receiver for ihe 
Savings Bank, for the ptapose of liquidation, pursuant to section 5(d)(2) of the HOT A, 
and section U(c)(6)(B) of the FDIA, 12 U.S.C § 182ICcX6)(B). 

Detegatlon of Authority to Act for OTS 

The Director, or his designee, hereby authorizes the OTS West Regional Director, 
or his designee, and the Deputy ChlefCounselfortheBusincss Transactions Division of 
the Chief Counsel’s office, or his designee, to: (i) certify orders; (ii) sign, execute, attest, 
or certify other documents of OTS issued or authorized by this Order; Ciii) designate the 
persons or entity that will give notice of the appointment of a receiver for the Savings 
Bank and serve foe Savings Bank with a copy of this Order pursuant to 12 C.F.R. § 

558.2; and (iv) perform such other functions of OTS necessary or appropriate for 
implementation of this Order. All documents to be issued under the authority of this 
Ordermust be first approved, in form and content, by the Chief Counsel’s OfScc. In 
addition, the Director, or his designee, hereby authorizes foe Deputy Chief Counsel for 
foe Business Transactions Division of foe Chief Counsel’s office, or hh designee, to 
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Order No.: 2008-36 
Page: 3 


make any subsequent technical corrections, that might be ocMssary, to this Order, or any 
documents issued undCT the authority of this Order. 

By Order of the Director of OTS, effective September 25, 2008. 
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From: Constantine, Thomas M <thomas.constaittine@ots.treas.gov> 

Sent: Tuesday, October 7, 2008 7:54 PM 

To: Franklin, Benjamin D <frankiinbd@office of thrift supervision.com> 

Subject: RE; West Region Update 


If you were hoping like me th^ the IG would figure out wlat han>encd and force out the asswipes in this organization that 
ridiculed us and "couldn't imagine that we would be in this position" de^ite the fact that's what we are supposed to be 
imagining and preparing for, you will be sadly mistaken The IG is as good as the folks that let this happen. Nothing but a 
bunch of incompetents. Maybe you will get a better crew, but my 4-year old son asks me more probing questions. The world 
will never know. I can't stand it when I hear th«® people talk about fliis mess. It started at Guardian. Ground Zero, baby. 

We spawned this disaster when we f d up and put them in receivership. How much longer will we have to pay? Now it’s 
going to cost me my job. Thanks Jed. 

— Original Message 

From: Franklin, Benjamin D 
Sent; Tuesday, October 07, 2008 4:48 PM 
To: Constantine, Thomas M 
Subject: RE; West Region Update 

Kurt and Steve G laughed at my projections of gloom and doom for staled since 2003 and Parted calling me the housing 
"bubble" boy. I even predicted that the end would come in July 2007 (based on a report that I got at a Servicing seminar the 
reported the massive number of 2/28 and 3/27 subprime loans that would come due). When I told Scott Polakoff in April 
2007 that stated income subprime should not be made imder any circumstance, I w'as corrected by Mike Firm that that was 
not the West Region's position. I rest my case. 

P.S. I concur totally on the W-2 bonowers. The worst cases I saw wwere instances where the W-2 was in the file and the 
infonnation was reeled outl 

— Oiginal Message — 

From; Constantine, Thomas M 
Sent: Tuesday, October 07, 2008 3:43 PM 
To: Franklin, Benjamin D 
Subject: RE; West Region Update 

My big problem is with us allowing people with W-2 incomes to go stated. How hard is it to send that in, Everj'one has it 
Also, I can't believe we allowed 100% financing of anything. What a joke. The problem is the regulators are set up by 
license instead of fiinction. If you had one regulator in charge of the originalion and sale and servicing of SFRs, then you 
wouldn't have had these problems. We were satisfied that the loans were originated for sale, 

SEC and FED asl«ip at the switch with the securitization Mid repackaging of the cash flows, irrespective of who they were 
selling 10 . The lack of iransparenc)' caused the general panic we live with today. I didn't no what a imdercapitalized CDO 
was before last year. 

I forgot to mention that Scott ami I uncovered damaging evidence against the CFO of Union that facilitated a rapid recovery 
for the D&O insurance carrier that recapitalized Union bank and kept it from being the first failure. Rosanne, You, Scott, and 
I. Is there anyone else to add to this list? Probably, but the>' also have greater personality issues than us. 

thanks 

FYI - I'm adding you to the list based on your work at Guardian. I have no idea what the hell you've been doing since, except 
wlmt you tell me below. Why is that? 


Permanent Subcommittee on Investigations 

EXHIBIT #14 
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Originai Message 

From; Franklin, Benjamin D 
Sent; Tuesday, October 07, 2008 1:15 PM 
To: Constantine, Thomas M 
Subject; RE: West Region Update 

When I say acquiesced, I mean not one regulatory agency had a rule or guideline saying you couldn’t do stated income 
lending, even to this day. That, I find incredible. We criticized stated income lendhig at WaMu but th{^ never got it 
completely fixed, I also criticized IndyMac in 03, Downey and FED in later years, but in hindsight, Fm convinced that it 
is just a flawed product that cant be fixed and never should haw been allowed in the first place. How do you really as^ss 
underwriting adequacy when you allow the borrower to tell you what he makes without ■mificatioa We used to have 
documentation requirements for underwriting in the regs, but when those were taken out, the industry' slowly migrated to an 
anything goes that got us into this mess. 


Original Message 

From; Constantine, Thomas M 
Sent: Tuesday, October 07, 2008 12:33 PM 
To: Franklin, Benjamin D 
Subject: RE: West Region U|xiate 

I never acquiesced. I helped put SLC trust under a Suf^rvisory Agreement in 2005-6 due to lack of cash equity in their 
construction loans. I also heavily criticiz«i the underwriting at First Fed of Cal in 2005 on their expansion into N. California 
on these stated income loans (removed by EIC Henry Lee). I warned Downey in 2004 not to count their chickens before they 
were hatched (comment tamed down by someone EIC Williams or FM Bating) and th^ weren't ready for the onset of 
adverse business conditions with sers’icing of loans. 

My examination history here is filled with the editing and removal of my comments as well as predictions (that turned out to 
be true) by EfCs. No system in place to keep tha from happening. Instead we put whitewashers and scaredity cats in charge 
of the most problematic shops, I don't know what happened to you at WAMU, but I was critical of their accounting at Card 
Services and the AP. Fortunately, I think I made the “don't let him come back here" list. I've heard stories of things that 
happened, but no confirmation. 

There was an article in the WSJ (tltc only positive article on the OTS that Fve seen in the last couple of years) on Ray Lamb 
and the thrift that they opened in New Mexico. Mike Finn told me to get the charter back. The article say.s it was b^use 
they deviated from the business plan. It didn't ha^jcn that way, completely. I went in there and aggressively criticized their 
undenvriting on the CRE (the 2 of the 3 other examiners they gave me found nothing • surprise). I then basically threatened 
tliem to get the charter back and they caved, Lots of help fi-om Finn, but it wasn't going to happen without me pressuring 
them. Lamb's empire collapsed and all banks failed with huge multimillion dollar losses to insurance ftind (I got an on the 
spot award - yippie). 

In 2003, 1 did the capital review of Lehman Brothers (the holding company). Most highly leveraged company IVe ever been 
to and they kept us from reviewing their liquidity and capital models. My criticisms made the report. They just changed my 
characterization from highly leveraged to moderately leveraged. 1 knew it was going to blow up then. Just a matter of time. 
They counted all long term debt as capital. I am not kidding. 

I also help set up Nordstrom's Credit Card Securitization from off-balance sheet to on balance sheet to affiliates. We secured 
independent line. Credit cards are the next thing to blow up. Nobody is listening to me here. I'm totally pissed off that our 
leadership screwed us and can’t acknowledge it. They should resign. 

You know what happened at Indymac already. EICs Reiley' and Hughes squashed my findings and get promoted and 
congratulating for f ing up. Now they caiurel the FM positions (1 applied for SF position). Now I'm capped out with 
promotion and salary fi-eezes coming. 1 won't be able to afford to stay, assuming we actually are around. Thanks to our 
leader, we are toast. 

I'm feeling underappreciated and double crossed by mir leadership. You know who I meaa 
Thanks 


Franklin_BenjaiTiiii-00034415_002 
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PS now I feel a little better. I'm prepared to say this word for word to DD and EC, I could be gone soon. 


Original Message 

From; Franklin, Benjamin D 
Sent; Tuesday, October 07, 200Z 8:11 AM 
To: Constantine, Thomas M 
Subject: RE: West Region Update 

You know, I think that once we (pretty much all the regulators) acquiesced that staled income lending was a res^nable thing, 
and then compound©! ttiat with the sheer insanity of stated income, subptime, 100% CLTV, lending, we were on the 
figurative bridge to nowhere. Even those of us that vrere early opponents let ourselves be swayed somewhat by those that 
accused us of ^ing "chicken little" because the losses were slow in coming, and lets not forget the mantra tlmt "our shops 
have to make these loans in order to be competitive". I wiD rever be talked out of something I know to be fundamentally 
wrong ever again! ! 

— Original Message 

From; Constantine, Thomas M 
Sent: Tuesday, Ctetober 07, 2008 7:58 AM 
To; Franklin, Benjamin D 
Subject: Re; West Region Update 

Do you mean the whitewashere that got us into this mess, the dead wood that are in FTRF waiting for retirement, the kids that 
cant wipe their asses, or the 6 or 7 of us that actually understand and do the right thing? 

From Tom Constantine’s Blackberry (760) 799-9720 

— Original Message 

From; Franklin, Benjamin D 
To; Constantine, Thomas M 
Sent: Tue Oct 07 10:44:31 2008 
Subject: RE: West Region Update 

Picking up what slack. With all the people we have now, there is no slack. 


From: Constantine, Thomas M 

Sent; Monday, October 06, 2008 5:49 PM 

To: Franklin, Benjamin D 

Subject: FW : West Region Update 


I see where you will he picking up the slack going forward. Congrats. 


From; Dochow, Darrel W 

Sent: Monday. October 06, 2008 4:53 PM 

To: #R5USERS 

Cc: #Regionai.Directors; Polakoff, Scott M; Ward, Timothy T; Reich, John M; Bowman, John E; Shycoff, Barbara; 
Russell, Robert W; Ruberry, William M; Quigley, Lori G; Yakimov, Montrice G; Gardineer, Grovetta; Luk, Alexandria T. 
Y.; Cast^i, Frederick R 

Subject: West Region Update 


Frank!in_Benjainin-00034415_003 
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To West Region Employees: 

We have seen significant stress in the fmanciai and housing over tl» past year. This stress has been amplified by 

unprecedented deposit outflows at some institutions due to a lo^ of (^}o»tor and inwstor confidence. At the same time, 
borrowing capacity has been constrained by falling collateral vah^ and credit listening. The illiquidity in the financial 
markets for housing related securities and loam has now spread to (Hher sectors and Congress ret^ntly passed a rescue 
package in an effort to restore the markets. 

As you know, the severity of decline in home prices, a^t quality and liqmdit}' including deposit outflows has been very 
pronounced in maity parts of the West Region. Both IndyMac and Washington Mutual were closed, with WAMU's banking 
operations sold to J P Morgan Chase. The loss of these companies, along with the anticipated merger of several other 
significant thrifts within the ne?ct six months, means that sonw Region examiners will have the opportunity to help the 
other regions and Washington DC in 2009. In addition, given that jpproximately 40 percent of our examiners are on the 
accreditation track, I anticipate increased training opportunilira at some out of re^on assignments. 

The Regional Director met in Washington D C last week with Director John ^ich, Scott Polakoff, and Tim Ward to discuss 
staff planning among other things. A summary of the topim discussed will be available on the OTS Intranet. Of particular 
importance are several key points and decisions affecting the West Region that I want to ensure that everyone understanife. 

First and foremost, OTS continues to have a healthy, positive fiscal year 2009 budget based on no additional res'enue from 
IndyMac and WAMU, or from Countrywide beyond March 2009. Expenses and related staff le\'eis need to remain aligned 
with revenue going foiw-ard and multi-year planning is underway to ensure that OTS remains financially strong. 

It is apparent that the West region currently has more examiners than required for our projected 2009 examinations. The 
difference in amount of projected work versus our current examiner resources is, however, less than may initially be thought 
because we have a large percentage of staff in the accreditation track, many of our thrifts continue to deteriorate and require 
additional tirrw, and our geographic diveroity requires disproportionately more travel. Director Reich empharized that there 
will be no reduction-in-force (F^)in 2009 but indicated that examination staff are not necessarily located where the fu'ojected 
work is next year. The West region will proNide examiner help to the other regions and Washington DC in 2009. This may 
mean increased travel for some but also means increased opportunity to do interesting work in new locations, receive 
addhional training assignments, and allow us to share our experiences and lessons learned with others. In addition, there will 
likely be increared opportunity to relocate to places with acute needs and to volunteer for details of six months to one year in 
our Washington headquarters. More specifics about these opportunities should be available in November. 

An analysis of workloads and staffing is underway within each region and Washington DC. The Regional Directors are 
working with Tim Ward to do this analysis on a consistent basis during the next month. We have decided to continue hiring 
some entry-level examiners in each region during the summer of 2009. In the West region, we have stopped hiring additional 
examiners from the outside while we analj'ze the workload and anticipated attrition from retirements, job changes and 
relocations. What this means is that we are not hiring any permanent, term, or contractor examiners from outside of OTS for 
the West region. In addition, instead of filling the posted Field Manager position for Seattle and Daly City, 1 intend to assign 
those re^onsibilities to current Regional/National Siq>ervisoiy Examinerfs) or Field Managerfs). 

At the RMG meeting, we also concluded that no adjustment to the current five region alignment and structure is necessary, 
and that the West region will continue to maintain field offices in Seattle and Santa Ana. The lease for the Seattle office 
contains an early buyout option, and continues the existing ^ce and planned build-out of two offices insead of expanding 
into the adjacent space. 

Some of you may have questions so we established a conference call telephone line for Tuesday October 7, 2008 from 3PM 
to 4PM where you can ask me any questions. The call in number is (866) 807 9539 and the pass code is 9137655. I will 
continue to do my best to keep everyone informed. 

I know that the speed of change can be unsettling, but I am confident that all of us will remain focused on the important work 
at hand. There is plenty to do and the issues witbdn the industry require us to remain fully engaged to ensure that institutions 
take appropriate and prompt corrective actions. 


Darrel Dochow 


Franklin_Benjamin-00034415 004 
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Anceiy, Zaika A 


From: Fitzgerald, Dennis J 

Sent: Friday, June 27, 2003 8:28 AM 

To: Carter, Lawrenc® D 

Cc: Anceiy, 2:alka A; Kuczek, Richard A; Potthast, John W 

Subject: RE: OTS Memo 7 

Lawrence, 

Thanks. sinc» 1 am all buttered up. I have reviewed ttie response, 'm spite of grief from Al. He Is quite offended 
that you did not ask him if 1 could take time away from his all important examlnaSon in Santa Fe. 

Since ttiey agree with us, In frie same spirit of cooperation toward frte common goal I would agree frtat the 
response Is adequate. It is clear from my experience that changes seem to progress stovi^ at W^U so I don't 
know If we can expect fester progress. I would only suggest friat we might want toe responses to include 
additional feiget dates for the various stages of corrective actions in order to feciiltate monitoring of toe progress 
by management and the "dedicated" examiner and for determining causes for delays. For e)rempie, target for 
identification of causes of underwriting deficiencies, targets for new policies or plans, target for training 
compietion.and targets for implementation. For the loan review/audit, the timeframe Is tight given that the 
implementation Is 90 days alter training and training cannot comments until the underwriting/credit polides and 
plans are rromplete. In addition, the initial review with results is to be completed only 4 months after the target for 
implementation of toe corrective actions, so details would help there also. 

My only concern would be the timing of toe corrective action for the major activities and our next examination date 
if it is March of 2004. Any loan scope should concentrate on loans taade under toe new policy and procedures. 
Thus, we would need to sample loans that were applied for and closed in 2004, if toe implementation is toe end 
of the year. Initial RQA on these new loans would also be very limited or not yet complete. Given the target date 
of 4/30/04 for RQ/^ initial review, they might not have any results at the start of our next examination, if any 
target is missed, as happens at WAMU, then we may not be In a position to determine toe effectiveness of toe 
corrective actions. 

Also, i assume that the response regarding appraisal deftdend^ is also part of the response to Bruce's memo. 
He might be in a better position to discuss that response and the long timeframe related to that area. 

i hope all else is going well. 

Dennis 


[Fitzgerald, Dennis J] 

— Original Message 

From: Carter, LawKice D 

Sent: Thursday, June 26, 2003 6:59 PM 

To; Rtzgerald, Dennis J 

Cc: Anceiy, Zaika A; Kuczek, Richard A; Potthast, John W 
Subject: FW: OTS Memo 7 

Dennis, I just finished leaking through some of your workpapers. Nice job. Now toat I've buttered you up. 
can you take a look at the attached response to your wonderful memo and let me know if it seems 
acceptable. They are al! "agrees"!}! However, they do state some things toey plan to do with some lengtoy 
time horizons extending into mid>2004. Personally, I'd rather seem toem take the time to fix toings right. 


7/2/2003 


Permanent Subcommittee on Investigations 

EXHIBIT #15 
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Let rre know if you are okay with this and I will ha^re management issue it as a final. 


— Original Message 

From: Wedell, Matthew N. [mailto:Matthew.Wedell@wamu.net] 

Sent: Thursday, June 26, 2003 4:22 PM 

To; lawrence.carter@ots.treas.gov; rlchard.kuczek@ots.treas.gov; Ancely, Zaika 
Subject: 07S Memo 7 

Here Is the draft of OTS Memo 7.. ..subject to Jim Vanasek’s review & approval. Please review and tet me 
know if you find the responses to be satisfactory, mw 

Matt Wedell 
Washington Mutual 
Regulatory Relations 
206477-2884 


7/2/2003 
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High Risk Meeting Notes 
West Region 


BankPacific-No real items except plan on a field visit in March 2004. 
Citibank(West)-; 


Davidson Tnist- 

Red acted 

by 

Permanent Subcommittee 

Dovmey 

on Investigations 


IndyMac 


Permanent Subcommittee on Investigations 

EXHIBIT #16 
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Wamu The Director was concerned over how we are communication our exam 

findings to the board. Our field visit review went to only Kerry 
Killinger; however, the Washington State & FDIC reports went to the 
Board. 

The Director (while pacing) was very concerned over all the 
management changes and putting inexperienced people in charge of 
critical areas. Region agreed with concerns. The Director then wanted 
to know how they communicate these valid concerns via Board or Audit 
Committee. Region noted that they hold meeting with each committee 
chair and discuss these changes. The Director noted that experience 
management is the only way to oversee operations given his experience 
verse Wamu practice of putting people in who may only be good 
managers. Region noted Wamu has good middle management and new 
Corporate Enabler Good made up on CFO, CCR & ERM people with 
GE and Norwest backgrounds. 

The Director wtints more reporting to Board an/or Audit Committee of 
our concerns and also questions the continued branch expansion while 
attempting to cut costs. 

Tim S. did a brief summary of the GMNA Buy-Back program and 
Wamu affect with public and regulatory reporting. 

LBMC is gretting ready to go to the ABS market on a $4.5 billion deal . 


Western 


Redacted 


by 

Permanent Subcommittee 


on Investigations 
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^ Washington Mutual 
WMBFA, WMBfeb 
March 15, 2004 

Safety & Soundness Examination 
OTS MEMO 5 


DATE: 

May 12, 2004 

TO: 

Tony Meoia, EVP, Production 


Mark HWis, Deputy Chief Credit Officer 

FROM: 

Bill Durbin, OTS 

SUBJECT: 

SFR Loan Origination Quality 

CC: 

Deanna Oppenheimer, President WAMU Consumer Group 


BACKGROUND INFORMATION 


Several of mjr racent examinations conduded that the Bank's single femily loan underwriting was less than satisfactory 
due to excesdve errars in the undenwriting process, loan documerti preparation, and in associated activities. Similar 
findings rtoted in internal audits and quality control reports supported our examination ccxK^sion. The overt causes for 
past underwriting concerrts were many, but induded: (1) A sales culture focused heavily on market diare \ria loan 
prodiffition, ( 2 ) extiemefy high tending volumes fueled by the low interest rate enwronment, and (3) a less than optimal 
organizational structure that iriduded multiple loan originatirm F^atfbrms, in part due to recent merger acti\rity, and a 
variety of origination pnxedures tiiat varied by origination ofRce (i.e., loan fulfillment center (LFC)). 

CHiring our review period, management began several initiatives aimed at i^rrecting the overt causes of underwriting 
detidendes discussed above. Spedtically, initiatives are underway to simt^ify the origination structure by reducing 
origlnatkm platforms hmn nine to tvro v^ile developing a single origination model to be implemented in all LFCs. Other 
current initiatives to improve underwriting quality indude; (1) de-«mf^asizing the Bank's position as the pridng leader with 
more emjdiasis on maintaining manageable capacity and originating higher quality loans, and (2) installing Credit Risk 
Teams in LFCs aimed at increasing the credit risk management group's influence over underwriting while redudng the 
influence of production management. Since these and other management initiatives are in process, we cannot yet oi^ne 
cm tfteir effectiveness; however, the steps taken are c^sidered appropriate and should eventually have a positive impad 
on imderwriting. Given breadtii of changes being made such as:,(1) computer system changes (loan origination 
;rfatfwms and termination of OPTIS.2) and (2) restructuring and consoiidation of tite loan futfillmenl centers, with its 
attendant relocations and staff reductions, the near term result may be an environment where other types of errors may 
become preval^t. As such, we erKourage heightened management overaight of all ongoir>g initiatives and careful 
consideration of findings discussed in this memorandum. 

Our past reviews concentrated on assessing underwriting analysis documented in loan files. Since pric^ examinations 
and internal reports have already established tiiat urvjerwriting conc^s exisL we decided to forego some file rewew at 
this examination to instead concentrate on reviewing and improving internal processes that may contribute to underwriting 
cxmcems. The following discussicms relay our findings witii respect to these processes. 


EXAM FINDINGS DEFiNITIONS 

Obsv^tlon: A weato<ess thalisnot erf requiatorveoneetn. twijtfWch may lnw ove the bank s opefatiro eBecBveness if acMreased. 

OtiMmi(i<0AS are made in a consultative role. TT«y may be presented to msnagemere dther verbally or in wrifing, but wiS generally 
rrot included in the Report of examination. Examiners wM rarely request a wrtilen response during the examirratlon. 

Oteerva&ons may or may not be reviewed during subsequent exambiations. 

Reetmmmdaiion: A secemdarv amcari for whidi immectiate corrective actirw ts left to manaaement*8 discretion . A Recommentfetton esm tecome a 

Criticisw in fiXtra ex»7^iations should risk exposure increase signiltcantly or other clrcurrtstances warrant 1Tiey may be bictuded in 
tire Repwt of Exurdn^on and are generally mentioned In Exit and Board Meetings. Exatr^ners vWi usuaSy request a writien 
response ftom Marsgement during the examination. ManegemenTs actons to address Recommendations are reviewed at 
»ti3sequent fo^wmp examiistions to assess any {^ranges in risk exposure. 

CiiHetsm: A almarv coneam that if left tmeorreeted. the Aoendes mav considef stiotwer action . Crftftwms are oten summarized the 

'Matiers Requiring Board Attention' or 'Examination Condusiofl and Comments* section of the Repwt of Examination; warrant 
tixaeased attention by Senter Management end the Board of Oirecters; and typtcaify require a written tespntse. They are si^ajeti to 
forma) fc^ow-up by exarr^rs. 


Last Revised; 06/10/2004 10:24 AM 

I Permanent Subcommittee on Investigations 

I EXHIBIT #17 
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OTS MEMO 5 


EXAM FINDING 1 □ Oteervation* B Recommendation* □ Crificism* 


Topic: Consumer Group Goals 

Finding: 'Hie Consumer Group's overaS go^s rk> expressly state a goat vntii respect to &ie desirod quality of 
loan originations/acqtB^ions. We believe that this issue is of sufficient materiality, complexity, and 
duration that It ^ouid be dearly stated as a go^ witii quantified expectations c^tiK)se involved in the 
origination process. 

Action: Estadish and quantify a Con^mer Group goal with respect to desired asset quality and communicate this 
expectaticm to those involved in tiie production process. 

□ Ref^at Finding Management R^ponse Requested B Yes □ No 

MANAGEMENT RESPONSE □ Agree H Partially Agree □ Disagree Enter Target Date; [9/30/04] 

Uaoagamentfi6spoRS«: in<^catBwheth»^ you agiee, ^rSalty agree, or dsaoree. IT ym agree, provide an anticipated target date for impl»r)entetion. 
Partialty Agree; The respcxtse should drarly define 9ta! portion of the firKting or recommended acbon disagreed wrtth as wel! as ^ portion agreed to. 
Disagree: respffi^ ^todd de^y de^ VtttfY is disagr«»Tient with the finding or recommended acSon, and ouSine ^ mitigating 

cireurm4ances or Amative course i^ ar^n to be pursued. 

^^PONSE {succinct to finding / action! ~ ~ 

Management agrees it is imporiant to have spedfic goals and target for porifolio performance. Consumer Group Credit 
Risk Managemerrt has estaUished a target Non-performing Loann'otal Loan ratio of less than 1% as a target 
performance levd. Management needs to communicate this target broadly as part of the overall Consumer Group 
strat^ic objectives/goals. 


CORRECTIVE ACTION {provide specffic action steps planned, the assigned responsible manager, and target dates for each) 

1 . Management vnil establish, quantify, and communicate a Consumer Group goal with respect to desired asset quaKty 
as part of the overall strategic objectives/goals. 

a. Manager AccountaUe; Mark Hillis, Chief Credit Officer, Consumer Group 

b. Target Date: 9/30/04 


Washington Mutual, fnc. Confidential 


Page 2 of 6 
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OTS MEMO 5 


EXAM FJNMNG 2 □ Observation* 0 ReccmtmendaBon* □ Criticism* 


Topic: Metrics used to monitor performance in frie loan fiilfiliment centers. 

Finding: There are 16 m^sures of performance In foe Hwne Loans Production Scorecato (11 for foe 

CcOTespondent channel). Only one of foese, the Optimal Psrformar^ Score, m^sures overall quality. 
(The Cfotimum Performance scxxe is obtained quarteriy for most LFCs but is not avail^fe iot foe 
Correspondent channel.) In addition, foe measurement of Home Mortgage Discicsure Act (HMDA) 
performance is not measured by LFC; rather, fols is measured only by loan channel. The current 
performance measurements do not appear to be eifoer suftidentty doited (m* sufficfontiy frequent to 
eWectivety monitor and promote desirable loan ori^tafion and acqi^cm quaUty. 

Action: Trade performance wth suffident detail and frequency to effed foe desired change in underwriting. 

ideaHy, performance measures dK»uld be provided monfoiy and in suftident detail to frace probi^s to the 
spedfic diannel, and LFC. 

O Refxtat Finding Management Response Requested B Yes □ No 

^NAGEMENT RESPONSE B Agree □ Partially Agree □ Disagree Enter Target Date: [9/3D/043 
Managsmatt Hespansa: >nr£c3te v4>G^er you agree, partialty agree, or disagree, ir you agree, provide an anticipsted tasget date imi^mentat'ton. 
Partially Agree: The lesponse ^louid c^rty defirte that portion of the hnfing or recommended action disagreed with as weft as portion agreed to. 

Disagree: The r^ionse ^tould d^rty d^ne VWft' there ts dtsagreernem toe findtog or recommertded action, and ouSirte any moating 

ciramstancea rv aKema8ve course of action to be pursued. 

RESPONSE (succinct response to finding / action) 

The Risk Oversight team vflll woik vwfo foe Home Loans team, to ftirther refine risk metrics that are used to evaluate and 
manage: Credit, Com^iance and Data Integrity risk elements in conjunction with ongoing process refinements. 
Management Is sui:fo(^e and has requested continuous feedback to support business execution and risk management 
activities. 'Hie Risk Oversight Group is in process of developing testing capabilities to provide monthly feedback for all 
LFC’s. 


CORRECTIVE ACTION (provide spedfic action steps planned, the assiqrwd responsible maraper, ar>d target dates for each) 

1 . identification of risk metrics wli be performed in collaboratHm vinfo Home Loans. 

a. Manager AccountaUe: Melissa Martinez, Risk Over^ht & Compliance 

b. Target Date: 7/30/04 

2. Establi^ment of risk tolerance and performance standards vmI! be developed in collaboration with Home Loans. 

a. Manager Accountable; Melissa Martlr>ez. Risk Oversight & Compliance 

b. Target Date; 7/30/04 

3. Full implementation of revised performance measuremerti sfondards will be implemented no later than September 
30.2004. 

a. Manager Accountable; Melissa Martinez, Risk Oversight & Compliance 

b. Target Date: 9^0/04 
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OTS MEMO S 


EXAM FINDING 3 □ Observation* B Recommendation* □ Criticism* 


Topic: Incentive caompansation for loan c^ers 

Background: 

The incKtlisre compensation pdan wittt mspect to managers ir>corporates four performance measures 
irwluding: (1) productivity, (2) cestc^n^ service, (3) managert^ objectives, and (4) quality. This 
discus^on primarily fotxises on the quality meagre that generally accounts for 20.0 to 40.0 percent of 
ir>ce»ttive compensation. Withto toe qu^ity measure, there are four cewnponents; {1 ) HMDA results. (2) 
Optimum Performance review resufe (3) RQA review results, and (4) percent^e of unsaleable toans. 
The plan indicates toat one or tv\to of these components may be used in determining toe qualify portion of 
incentive cximpensation; however, in practice, only two meawres are used: HMOA and Optimum 
Performance review results, ^to components are currentiy used few each ccwtsumw dir^ wholesale and 
retail LFC. As expressed in toe plan, toe program can generate the foilov^ng comp^sation few vaifous 
levels of achievement to the Optimum Performance reviews. 


RPI Category 

RPI Score 

Minimum incentive Award 
as a % of Salary 

MajdiTMjm incentive Av^rd 
as a % of Salary 

Unsatisfactorv 

Below 60% 

0% 

0% 

Unsatisfactewv 

60% to 69% 

1.1% 

2.6% 

Maminal 

70% to 79% 

1.3% 

3.0% 

Satisfactorv 

60% to 89% 

1.5% 

3.4% 

Commendable 

90% to 100% 

1.7% 

3.8% 


The for^CMng assumes: (1 ) the quality portion of tiw incentive compensation plan ranges from 20% of toe 
total {toe minimum irwentive assurr^on) to 40% {the maximum incentive assumption), (2) an Optimum 
Performance score of 80% equates to achieving 1 00% of the goal, and {3) two measures are us^ for 
qualify, HMDA and Optimum Performance score. 

in practice, we were informed toat some channels use a rranimum standard of 70.0 percent for toe qualify 
pKwtiOT of an incentive award, notvwtostandir>g the provisions in the plan. One channel augrhents toe core 
results vwto a portion of the Management Ot^ectrve component of the incentive plan. 


Finding: We do not believe toat the current incentive compensation program for SFR loan underwriting provides 
emotive incentive to maximize satisfactory or superiew loan qualify. This results in part from toe fact toat 
credit and underwriting qualify does not appear to be suflidentiy weighted in determining incentive 
compensation. In addition, the plan allows for sigrtiticant tailoring by LFC management and is not 
consistently applied across channels and LFCs. Furtoer, current metoodology makes It difficult to trace 
responsibility and appropriately affect incentive condensation. These findings pertain primarily to the LFC 
rr^nager position, but are generaiiy a^dltoabie to other positions in the LFC. 

The Optimum Performance or RPI score is an averse of toe score for three components: ccwnpliance, 
underwriting, and process. An LFC could perform at an unacceptable level in one component but qualify 
for an incentive cewnpensation award because performance to the other comporvents is better. {For 
example, one LFC scored 65 for credit but received an 82 overall and would thus have earned more than 
1 00% of its incentive plan target for qualify even toough its credit quality performance was unsatisfactory.) 

The HMDA qualify measure Is not availaWe by LFC; instead, the incentive compensation few toe LFCs is 
basKi on tore performance for toe entire char^. As a ccmsequence, the LFC manners can influence, 
but not OMitKH, their ability to meet the Incentive compensation standard for HMDA qualify. 

Action: Management ^twid cw^sider enhancirrg tt^e incentive compensation plan with respect to the loan 
foifillment center manager position to more heavily emphasize credit qualify concerns. Our 
recommendations include: (1) Revising ti>e incentive compensation plan to track qualify performance using 
only itOTis toat can be measurKi at toe LFC level; {2) Measuring performance based on foiw criteria: 
quality of compliance, documentation, underwriting, and data qualify, including rate lock qualify: (3) 
Worktog with fr»e Corrwimer Risk Oversight Grxxjp to obtain performance measures in toe four categories; 
(4) Establishing mlnimums In each category toat reflect an acceptable level of c^talify, or toat temporarily 


’ Optenum Performance results are also re^ed to totemaity as a Risk Perftwmance Indicator (RPI) sawe. TTiis score is detwmined as a 
result of file reviews conduct by one the qualify conbxrf fiwictions within the Bank (separate from RQA). The score is a composite 
measure of file re\riew results toat assess conpHiance, processes, and cretfl qu^ify. 
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OTS MEMO 5 


EXAM FINDING 3 □ Observation* S Recomm^daflon* □ Crifictsm* 

accept a lesser level but reward jwogress toward mi acc^table level; (5) Establishing a level and range of 
reward that prowdes a meaningful incentive to m^ieve exc^lent quality in loan origination and aoniuisition, 
and disincentives for poor quality; and ^). CentiaJfy adritinisterir^ or ovmsemng the quality fKirtion of the 
incentive compensation to ensure the objectives of ttie pregram are being met in ail £^anr»is and LFCs. 

In adetition, review the quality aspects of tiie incentive compensation pians witii respect to other positions 
affecting loan quality and, where appropriate, revise ti>e plans to serve as an effective incentive to improve 
performance. 

D Repeat Finding Management Response Requests SI Yes O No 

MANAGEMENT RESPONSE 0 Agree □ ParfeHty Agree □ Disagree Enter Target Date: [1/01^051 
iWtef»gemenr Response; Indcate whether you agree, partially agree, or disagree, if you agree, prcpvide an anttdpated tai^et date ^ implementatim. 
Ps^eally Agree; The response ^uld deady define tiet portion of fire finding or recommended action disa^ed with as w^l as tite portion agreed to. 
Disagree: The re^x»»e shot^ dear^ define VWY ti)«e is disagreement with tite finefing or recommended action, and outfine any rdtigating 
cncurrstancn or dtatiative course of action to be pursued. 

RESPCT^SE (succinct response to fihdinfl / action) 

Wa^ingtian Mutual management is in agreement with the recommendations for Exam Finding 3 and v«!i take steps as 
defined below to comi^ with actions as stated. Target implementation dates are defined below. 


CORRECTING ACTICTI (provide specific action steps plmwied, the assigned responsible manager, and target dates for each) 

1. idmitify existing oedit qualify performance measure(s) to be used wttirin the LFC Incentive Plan management 
plan as part of the management objective component of the plan. 

a. Manager Accountable: Mark Hillis, Consumer Credit Risk Oversight 

b. Target Date: 8/31/04 

2. Utilize the management objective aimponent of LFC management plan to focus on credit qualify measure 
(Measure as identified in corrective action #1). This will result in 6.3% of management pay fink^ to credit 
qualify. 

a. Manager Accountable: John Schleck, Kkn Yezbak and Arieen Scavone, LFC Sr. Leaders 

b. Target Date; 10/1/04 

3. Inaease incentive weight of existing qualify measures for LFC management from 25% to 35%. This coupled 
v^h corrective action #2 will result in 1 5% of LFC management pay linked to qualify. 

a. Manager Accountable; Peggy Ohlhaver, Consumer Rewards 

b. Target Date: 10/1/04 

4. Risk weight the Optimum Performance or RPI componwits: compliance, undenvrlting. and process to better 
refiecd Impact of achievement. 

a. Manager Accountable: Peggy Ohlhaver. Consumer Rewards 

b. Target Date: 7/1/04 

5. WcBking with Consumer Credit Risk Oversight, estaWish agreed upon achievement thresholds for existing 
quafify measures within the LFC plan and revise incentive tables. 

a. Manager Acrountable: Peggy Ohlhaver. Consumer Rewards 

b. Target Date: 10/1A)4 

6. Establish stret^y for identifying credit quality methc accountability, tracking and incentive link for the four areas 
identified within Ihe exam findings; qualify of compBance. documentation, underwriting and data qualify, including 
rate lode qualify. 

a. Manager AccountaWe: Mark Hillis, Consigner Credit Risk Oversight & Tony Meola, ProdiKdion (for rate 
lode qualify) 

b. Target Date: 1/1A)5 

7. Laundi study to identify drivers and acewintabilify of quality excellence in loan origination and acquisition and 
determine apprepriate in^tive link. 

a. Manager Accmjntoble: Peggy Ohlhaver, Consumer Rewards 

b. Target Date: 7/1^ 

8. Centralize oversight of LFC qualify metrics to ttie Consumer Credit Risk Overdght function. 

a. Manager Accountable: Mark Hillis, Consumer Credit Risk Oversight 
b. Target Date: 8/31/04 
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OTS MEMO 5 


EXAM FINDING 4 □ Observation* Bf Recommendation* □ Criflcism* 


Topic: Management Support for the Loan Fulfillment Ceni&s 

Finding: LFCs are inundated changes in loan agination proc^utes and poik:ies, to tiie extent toat toey have 
diffiojlty complying witti the changes. 

Action: Management should provide addlBwt^ si^port to tte LFCs to help tiiem inclement policy and procedure 
charges as expected. One ^ggesfion is to vmte model desk procedures for eac^ position in toe loan 
toifiitment centem and to leN^se toese desk procedures ccmcurrerttiy with each notice of a procedural or 
policy change. Wh^ the LFC recces notice of a new policy or procedure, it should also receive a 
revised de^ procedure for each affected position in the LFC. This will improve conpliance wito standards 
in the LFC and promote consistency among toe LFCs. a stated management expectation. The tim^iness 
and adequacy of tiaining ^ouid also be reviewed. 

O Repeat Finding Management Response Requested 0 Yes □ No 

MANAGEMENT RESPONSE □ Agree 0 Partially Agree □ Disagree Enter Target Date: [7/31/04] 

Mamgvnent Response: Indicate whether you agree, pardaHy agree, or disagree, if you agree, provide an antii^at^ tar^K^ date for ^nplementadon. 
ParHsily Agree: The raspwse shoitfd clearty def^e that portion of the finding or recormnended action dsagreed widi as well as the portion agm^i to. 
Ofsagres; The respc»ise should clearty define WHY there is cSsagreemerrt wMh the finding or recommended action, and outHne any mKIga&ng 
ciromtsiances or ^temative course ^ adion to be pwsued. 

RESPONSE (succlnrt response to finding / action) 

Partially Agree: Altoough we agree toat titere has be«i a large amount of changes in policies artd procedures and it is 
difficult at tnnes to corr^^eep up wito changes, we do feel toat chartge is relative to the nature the core of our 
business. In addition, there are several techniques in place to lessen the impact of changes to boto LFC management 
and Steffi inducting tollovwng up large Impact changes with meetir^s and training to ensure the changes are 
communicated to all apptir^bie levels. 

CORRECTIVE ACTION (provide specific action steps ptanned, the assigned fesp<^ibie manager, and target dates for each) 

1 . Continue to work with Policy Administration to ensure ail policies are roRed out wiih as much nc^ce as possible, and 
ctoannel managers will ^sure toat LFC managemerrt has input on policy changes as needed. 

a. Manager Accountable: Arteen Scavone, John Schleck, Kim Yezbak 

b. Target Date: 7/31/04 

2. Utilize Loan Fulfillment Center management tecllitete twice daily/wteekly team meetings to review and train on new 
policies and pmcedures. 

a. Manager Accountable: Arteen Scavone, John Schleck, Kim Yezbak 

b. Target Date: 7/31/04 

3. Continue to issue HLPAs developed by the Policy AdrrHnlstration group weekly (each Friday) with a two week 
Imfrfementation vrindow prior to effective date of a change. 

a. Manager Accountable: Arteen Scavone. John Schieck, Kim Yezbak 

b. Target Date: 7/31/04 

4. Utilize (toannel management communication avenues to refresh and re-enforce policy communications on a monthly 
basis. 

a. Manner Accountable; Arteen Scavone, John Schtedc, Kim Yezbak 

b. Target Date: 7/31/04 
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From: Durbin, William J 

Sent: Thursday, April 8, 2004 12:08 PM 

To: Carter, Lawrence D <carterld@office of dirift supervision.com>; Franklin, 

Benjamin D <franklinbd@office of thrift supervision.com> 

Cc: Ancely, Zalka A <ancelyza@office of thrift supervision.com> 

Subject: RE: Locale 


I could find no woit papere indicating foilow-up from the 2001 ROE comment in the sub prime work papers but 

there may be work papers elsewhere documenting folkw up on all previous findings. 

Bill 

— Original Message — 

From: Carter, Lawrence D 

Sent; Thursday, April 08, 2004 8:02 AM 

To: Franklin, Benjamin D; Durbin, William J 

Cc: Ancely, Zalka A 

Subject: FW: Locate 

^nsitivity: Private 

I looked at 21 7 workpapere that Zalka has from last year’s exam and casually discussed originated 
subprime issue with her last night, One of the workpapers is a portion of the AQ comment out of the 2001 
exam ROE (Al's got it labeled 1999 ROE of course!). In any event, a paragraph very clearly tells WAMU 
they need to identify originated subprime In both home and consumer loans and demonstrate compliance 
with the interagency policy statement as amended Jan 81 2001 . i don't recall exactly what they did, but I 
know they did some stuff to address this comment. And 1 doni know exactly what we did to follow up in 
2002 and 2003 exams. I talked to Matt Wedeil and he is going to follow up on his end to find the chain of 
responses since 2001 to see where the ball may have been dropped. We need to do the same. 
Unfortunately. WAMU has had so many changes in that area, people in the know may be gone, so we 
may need to recreate what happened for them! My goal is to pick this issue up vk4ierever it got left off 
rather than to start from scratch. Ken Kroemer from the FDIC is pushing toward some arbitrary FiCO 
score cutoff and I think he is going to hit a brick wall. I'd like us to have our duc^ in order so we can 
head him off at the pass. 


- — Original Message — 

From: Franklin, Benjamin D 

Sent; Wednesday, April 07, 2004 8:41 AM 

To; Carter, Lawrence D 

Subject: RE: Locale 

Sensitivity: Private 

OK 

— Original Message — 

From; Carter, Lawrence D 

Sent: Wedn^day, April 07, 2004 8:06 AM 

To: FranWin, Benjamin D 

Subject: FW: Locate 

Sensitivity: Private 

Bill got the stuff but I’d like to look at it to jog my memory. Can the three of us sit down with the 
files on Monday afternoon and see what we got? Can Bill get a hold of a hard copy of the 
interagency policy statement on subprime lending as well? 1 think we can come up with a 
painless game plan pretty quickly. 
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— Original Message — 

From: Franklin, Benjamin D 
Sent: Tuesday, April 06, 2004 9:52 AM 
To: Carter, Lawrence D 
Subject: RE: Locale 
Sensitivity; Private 

I will have Bill follow this up. 

— Original Message — 

From: Carter, Lawrence D 
Sent: Monday, April 05, 2004 2:29 PM 
To: Franklin, Benjamin D 
Subject: RE: Locale 
Sensitivity: Private 

I mentioned to Z this morning that we really want to make sure we proactively dive into 
the "originated subprime" pot the FDIC is beginning to stir. Apparently, a focus on the 
famous 660 FICO created quite a headache between Henry and the FDIC at Downey, 
and we have one of the players, Dave Pfeifer, on this exam ... and I keep overhearing 
Ken Kroemer talking about it. Durbin also mentioned to me this morning he was going to 
do some analysis on FICO 660 and below for WAMU. I know I already mentioned that 
we did something on this an exam or two ago, but my memory is slowly coming back and 
I think more specifically Tim Martin did some work on it two exams ago. We should try to 
locate those workpapers ... maybe in the Seattle office. Durbin might be able to find 
them. I am pretty sure we addressed the interagency policy statement and required the 
institution to do something, I just doni remember exactly what. We may even have done 
some follow-up last exam and maybe there is something in those workpapers. I don't 
want to make a lot of work. Instead, I am hoping we will be in a position to head them off 
at the pass. If not, we'll Just have to deal with it as it unfolds. 

— Original Message — 

From: Franklin, Benjamin D 

Sent: Monday, April 05, 2004 11:45 AM 

To: Carter, Lawrence D 

Subject: RE: Locale 

Sensitivity: Private 

For some of them and Z is working on the others. 

Original Message — 

From: Carter, Lawrence D 

Sent: Monday, April 05, 2004 10:44 AM 

To: Franklin, Benjamin D 

Subject: RE: Locale 

Sensitivity: Private 

Thanks Ben. Are you set with call-in numbers for meetings you are 
"attending" this week? 

— Original Message — 

From: Franklin, Benjamin D 

Sent: Monday, April 05, 2004 10:40 AM 

To: Durbin, William!; Johnson, Devon L; Lim, George A; 

Melanson, Michelle; Orban, M Liz; Sinclair, Rosanne C 

Cc: Ancely, Zalka A; Carter, Lawrence D 

Subject: Locale 

Sensitivity; Private 

My telecommuting number is (909) 463-2922. I have a 2:pm 
doctors appointment today but should be back by 4:pm 
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Hickok, Bruce t 


From: 

Sent: 

To: 

Subject: 


^xe)y, Zalka A 

Thursday, April 14, 2005 10:03 AM 
Bruce i 

FW: Fitch -LBMC Review 


Sensiti^ty: Private 


FYi. Some insight on the subprime jWDduct at LBMC fw ALLL and lending initiative. 


— Oiginal Message-— 

Prom: Henry, David R 

Sent: Thursday, April 14, 2005 9:51 AM 

To: Kuczek, Richard A; Glaser, Howanl M; ReSey, Mark E; Pianidin, Ben]amin 0; Ancety, Zalka A 

Subject: FW; FHch - LBMC Review 

SensitfvKy: F^ate 


— -OriginBi Message — 

PrMi: SidSc, Seve J 

Sent: Thursday, 14, 20% 9:32 M4 

To: Hairy, Oa^ R 

Subject RE: Fttdi 

Sen^tivity: Private 

As e^qpected big difference in perfonnanc« based on vintage year. P^ormance improves noticeably in 2003 and 2004 
due to higher FICO scores. Data indicates that minimum oitoff FICO scores were raised substantially by a magnitude of 
75 to IXbp. Interestingly, perfomiance improws dramatically aftar 2001 for the first lien FR portfolio. Hov^ver, 
perftHTOance improvement for the Junior FR and ARM portfolios dow not occur until after 2002. Average FICO KX>re 
highest for junior liens. Average FRM FICO score about 25bp higher then average ARM FICO. This suggests tiiat tfiere 
are different minimum FICO cut off scores for each product line. Performan ce data for 2003_and 2004 vintages app^r to 
a pproximate industry avyag e while Issues priiy to 2003 have hon ibiy'(MliT^~iiiance. " 

F or FRM lo sses. LBMC fi nished in the top 12_WQr?iannuaiized NCLs in 1.997.gr)Cll9§9 thru2003. LBMC nailed dos/vn 
the number 1 spot as top foser with an NCL of 14,1% in 2000 and placed 3rd in2(X)1 with 10.5%. Number of issuers 
ranged from 21 to 50. The Deutsche Bk report did not have any data for 2004 for FRMs or ARMs, For jo sses, 

LBMC really outdid themselves with finishes as one of the paformets froni.1999 ttvu 200? Tor specific ARM 

deals, LBMC made the top 10 worst deal ilst from 2500 thru 20b2. LBMC had an extraordinary year in 2001 when their 
securitizations had 4 of the top 6 worst NCLs (range: 1 1 .2% to 1 3.2%). 

Although underwriting changes were made from 2002 thru 2004, the oWer issues are still dragging down overall 
performance. Despite having only 8% of UPB in 19t lien FRM pools prior to 2002 and only 14,3% in 2002 jr. lien pools, 
LBMC still had third worst delinquencies and NCLs for most erf period graphed from 11/02 thru 2/05 and was 2nd worst in 
NCLs in 2005 out of 10 issuers graphed. Despite having only 27,5% of UPB in issues prior to 2003, LBMC managed to 
stay at the of the leader board for most of the period in serious delinquencies and NCLs. At 2/05, LBMC was #1 w ith 
a42.%.dabpquency rata, ind ustry im^r9^a.2S %. At Zm, LBMC had a Nstorical NCL rate o?'^ sn^ng their ~ 
closest competitor by,7S!tg> and tripling the industiV average. ‘ ' » * ,v , 

Have a mystery on seasoning crfiarts. In reviewing cumulative loss rates and annual NCLs. For some unknown reason 
there is a steep drop in the loss curve around month 55 for both ARMs (1 40bp) and FRMs (70bp), which I am at a loss to 
explain. 

i am reviewing the Option One data now and wilt send you another e-mail later today. Say hello to Roy, Dennis and Kirk 
for me if they are still around. 

Steve B. 
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Dochow, Darrel W 


From: 

Rexroto, Mariana 

Sent: 

Thursday. May 19, 2005 9:33 AM 

To; 

Kuczek, Rktoarti A 

Cc: 

Carter, Lawrence D; Dochow, Darrel W 

Subject: 

RE; LBMC Fair Lending 

Sensitivity: 

Private 

Rich - 






Sony not to get back to you sooner - 1 was In St Louis at CMI. Generally what you've di^cribed Is correct t would not, 
however, say that we could feel comfortable wi^ their moving L6MC under Ure thrift without some conditions - 1 had talked 
to Darrel about this when I gave him an update. They do have considerabie woii( shil to do to resdve tftese issues and wiil 
be providing a plan. Comii^etion of that plan - and satisfactory corrective actions > would be an appropriate condition. 

Mariana 

— aigjnal Message — 

From: Kua^ Rtchanj A 

Sent: Tuesday, May 17 . 2005 6:47 AM 

To: Re»T^, Mariana 

Cg Carter, Lawrence D 

Sid»ject: L^C Fab- landing 

Sensitivity: Private 

Hi. 

Quick question. 

Need an update for Darrel the AM and I'm trying to consolidate our thoughts on LBMC. - 

From our meeting last week, it seemed that LBMC had done some work in providing an explanatory anatysis for the 
underwriting portion of toe internal June '04 fair lending report But it seemed there was still some additional 
explanation required on that portion and also, they still needed to do manual reviews on pricing disparity findings. 
Additionally, I think you were looking to Dave for some ccvnparative analysis once they finished ex^aining toe June 
report disparities. 

Further, LBMC and corporate need to provide an analysis or analyses regarding the public ally disclosed HMDA data 
and those disparities. 

Is that a correct summary of your findings? 

If so, what will we require tor us to say they have toeir act together on this and tor us to toel ok about moving LBMC 
under the bank? 

Any thoughts would be appreciated. 


OFFICIAL FILE COPY 

0 I o/'v * ilC) I 
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Mortgage product 


Page 2 of 2 


I may have mis-understood our discussion about the mortgage product that you are most concerned wi^ (12 Mat?). ! did not see 
a product on your web-site that had a cap on the interest rate chan^ of 7 % per year for the first five years. I ^ the FiexPay Arm 
with a 7.5% payment cap, 5 year recast 12 month CMT, and 110% negative amortization but could not tell if these were teaser 
rate or not 

I thought you had mdicated that if a start rate was 1 .0% then at year one the interest rate could only be 1 .07% and teereon, 
resulting in a recast in 4 1/2/years if rat^ rose 250 bp and a payment shock of about 1CK)%. 

Were you referring to the FlexPay ARM? Under the Rex Pay ARM. the cap is on the payment increase not tee interest rate. 

Can you also give me a sense of what types of start rates are typical and how tee estimated payment shcxik is calculated, if I am 
understanding the product, I agree that it canies considerable uncertanty and risk. Previously, tKirrowers have been able to rely 
on grovwng home values to refinance out of these at time of recast, but teat may not continue. 

Thanks, 

Darrel Dochow 
(206) 829-2601 


5/19/2005 
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^ Washington Mutual 

WMB 

March 15, 2004 


Safety & Soundness Examination 
FDIC-DFI MEMO 3 


DATE: 

TO: 

FROM: 

SUBJECT: 

CC: 


May 20, 2004 

Mark Hillis, Deputy Chief Credit Officer 
Tony Meola, EVP, Production 
Trina Dong, FDIC and Erin Burr, DFi 
Single Family Residential Review 


BACKGROUND INFORMATION 


FDiC and State examiners reviewed a sample selectk>n of 220 loans during this examination, primarily loans originated in 
2003; 75 brokered loans. 65 loans originated in house, 20 subprime/nid>e loans. 20 low doc, 20 custom construction, 10 
residential lot loans, and 10 advantage 90Wgh LTV loans. The loan file review reflected Inconsistencies in 
underwriting and documentation practices, particuiarly in the brokered channel. Additionatty, examiners noted 
that Washington Mutual's SFR portfolio has an elevated level of risk due to a significant vofume of potential 
negative amortization loans, high delinquency and exception rates, af>d a substantial volume of loans with higher 
risk characteristics, such as low FICO scores (see Joint Memo #8). 


EXAM FINDINGS DEFINITIONS 

Otoservar/on: A weakness identified thaiisf>Qtolre.ciulatQfv eortcem. but wf^ch mav improve the_bahK:s operatino eftedivenessif addrassed . 

Obsorv9tions are made in a conaullative r<^. may be presented to management either verbally or In wt1lii>g, Put will gener^ly 
fx>t be included in the Report of Exemination. Examirters rarely request a writien response during the examination. 

Observations may or rrtay not be reviewed during subsequent examiriations. 

Criticism in future examinations should risk exposure increase significsntiy ot other circumstances warrant. They may be included in 
the Report of Examination and are gen^alty mentioned In Exit and Board Meetings. Examiners wkl usually request a written 
response frOTn Management durirtg Ihe examination. Management's actions to address RecommenOaiions are reviewed at 
subsequent or foilow*up examinations to assess any charrges in risk exposure. 

Criticism. A primary coneero that if left uncorrected, the A.aencies may considec stronger aciion . Criticisms are often summarized in Ihe 

'Matters Requiring Board Attention' or 'Examination Conclusion and Cwnments* section of the Report of ExarrHnaUon; warrant 
increased attention by Ser^ior Managenwnt and the Board of Directors; and typicaliy require a written response. Theyare subject to 
tormai foliow-up by examiners. 


EXAM FINDING 1 


D Observation* B Recommendation* □ Criticism* 


Topic: Inconsistent Underwriting and Documentation Practices 
Finding: The loan file review of WMB's portfolio revealed the following inconsistencies. 

• A substantial number of loans (17 of 75 brokered loans, 9 of 65 originated in house, and 8 of 20 tow doc 
loans) granted to borrowers with derogatory credit ratings or with higher risk characteristics were 
graded a "0” or "prime." The assigned credit classification is inconsistent vwth the bank's policy and 
credit grading guidelines. As a resutt, these loans were not accurately priced for risk as loans with 2-4 
credit codes (niche loans) which are priced at a premium rate. Additionally, the inconsistency in credit 
grading resulted in an inaccurate level of loan loss reserve for the nic^e portfolio. 

• The full doc loans in the brokered portfolio (21 of 75 loans reviewed) were not fully documented and did 
not meet the criteria for appropriate verifications. Missing employment, asset, and income verifications 
were noted in the review, 

• FICO scores were not consistently reported on'the Loan Approval Summary Sheet for a majority of the 
loans renewed. The undenvriting guidelines specify whi(^ score to use when multiple credit reports 
were obtained, but it has not been applied uniformiy. 

• There is often lack of support for income calculations in the underwriting analysis, especially when 
multiple credit applications are in the file. 

• Some of the title policies for the NegAm loans have the insurance amount of 1 1 0% of the original loan 
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FDIC-DFI MEMO 3 


EXAM FINDING 1 □ Observation* B Recommendation* □ Criticism* 

balance and some have 100% of the loan anKHint. 

During the examination, management began several inlliatiws to enhance the credit culture and correct 
underwriting deficiencies through the implementation of ntinimum credit standards, Credit Risk Teams, and 
a proprietary credit scoring model (versicm 2). However, examiners cannot yet opine on the effectiveness 
of these initiatives. 

Actlon: Develop a process and system to ensure tttat underwriting guidelines are consistently applied. 

O Repeat Finding Marwgement Response Requested 0 Yes D No 

MANAGEMENT RESPONSE B Agree □ Partiaity Agree □ Disagree Enter Target Date; [12/31/04 ] 
Managameni Response: indicate whether you agree, panialiy agree, or disagree. If agree, provide an anticipated target date for irr^ementati<»i. 
Partially Agree: The response should dearly define that portiorr of Ure fmdir^ or recommended acbor\ disagreed Mith as well as the portion agreed to. 
Disagree; Trie response should cieehy define VWV triere is disagreement v4tn the finding « recommended action, and outline any mitigating 
circumstances or alternative course of action to be pursued. 

RESPONSE (succinct tesportse to finding /action) " " ~ 

Management agrees with the Recommendation. As noted above. Consumer Credit Risk Management, in collaboration 
with the Consumer Group Production channels, have developed and begun several initiatives to enhance credit culture 
and correct underwriting deficiencies. In addition, the credit class 2-4 program has been eliminated effectively Q3 ’04. 
This coupled with Credit Risk Team (CRT) monitoring, training, and control should also add to the improvement of these 
processes and overall quality. Please Note: FICO score discrepancies are predominantly caused by inefficiencies in our 
loan origination systems which cause loans to be manually boarded and may, in some cases, result in a new credit score 
to be drawn which could conflict with the score used at origination and underwriting. 


CORRECTIVE ACTION (provide specific action steps planned, the assigned responsible manager, and target dates for each) 

1 . MINIMUM CREDIT STANDARDS PROJECT: Consumer Credit Risk Management implemented the new Minimum 
Credit Standards, which supplements- the existing underwriting process for loans that receive a WaMu AUS-Refer. 
These Standards include a FICO/LTV-CLTV Matrix that determines whldi underwriting path a loan will follow. Loans 
falling below the matrix that may present an unacceptable level of risk will be quickly passed on to a credit approver 
with the appropriate level of authority and experience to explore all options prior to a decision being rendered. All 
AUS-Referred loans, however, will be reviewed in accordance with manual underwriting credit guidelines, regardless 
of the FICO score. This policy is currently in effect and applies to all loan applications or loan submissions made on 
or after April 1, 2004, 

2. CREDIT RISK TEAMS fCRTs>: These teams of senior underwriters who are managed outside the fulfiHment 
operation are being deployed in all Loan Fulfillment Centers (LFCs). Four pilot sites have been operating since May 
17 and CRTs wilt be operational In all LFCs by July 31 and fully implemented by the end of the third quarter. These 
teams in addition to handling more complex and high risk transactions will also monitor the performance of all credit 
approvers in the centers. A new Residential Lending Authority Policy and Performance Improvement Plan will be 
introduced in June and all credit grantors wit! be re-certified by year end. Responsible Manager: Barry Wolfgram, 
Consumer Credit Risk Management. Target Date: 12/31/2004 

3. PROPRIETARY CREDIT SCORING MODEL (version 2): The Enterprise Modeling and Decision Systems group is 
currently redeveloping the Home Loans Proprietary Model (PM2). The PM2 is expected to be significantly more 
robust in risk prediction than the Transitional Proprietary Mode! ^PM) that is currently in place and will be much 
more reliant on credit file information than its predecessors. The devetopment is based on WaMu's new credit file 
attribute superset, which consists of approximately 490 different credit attributes in addition to the added incremental 
predictivity of application attributes, loan purpose, and other significant characteristics. The PM2 is scheduled to be 
completed in 3rd quarter 2004. 

As a result, enhanced services should be able to be offered more confidently to lower-risk borrowers, improving 
service and pull-through rates for more desirable risk profiles. At the higher risk end of the spectrum, more accurate 
identification of risky loans and associated automation to achieve "quicker no's“ on these loans will assist in fewer 
opportunities for errors associated with manual processes. Responsibie Manager: Tim Bates, Corporate Credit 
Risk Management. Target Date; 9/30/2004 
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FDIC-DF! MEMO 3 


EXAM FINDING 2 ~ □ Obsefvation* B Recommendation* □ Criticlsn^ 


Topic: Underwriting for Low Documentation Loans 

Finding: The bank's underwriting guidelines indicate that the kw doc loan program is designed to expedite 

processing of low risk loans. Eight of the 20 low doc loans reviewed were to borrowers with credit 
scores lower than 660 who had major derogatory ratings or current past due problems listed on 
their credit reports. Granting loans to these borrovifers would appear contrary to the low risk 
characteristics. Additionally, no compensating factors were noted in the underwriting analysis when 
approving such loans. 

Limited income or employment veriftcation within this loan program was also noted, as verification is not 
required for low doc loans according to the bank’s underwriting guidelines. The applicants may qualify 
using stated income and verify their own employment. However, such guidelines appear contradictory to 
the low risk criteria. 

Action: Reevaluate the documentation and underwriting guidelines and establish acceptable credit quality and 

underwriting parameters for the low doc loan program that are consistent with the low risk characteristics. 

□ Repeat Fmding Management Response Requested 0 Yes O No 

MANAGEMENT RESPONSE B Agree □ Partiatly Agree □ Disagree Enter TargetPate: [12/31/04] 
frisnagemeni Response: Indicate wfiether you agree, partially agree, or disagree. H agree, provide an antidpated target date for imptemerttation. 
Partially Agree: The response should clearly defirte that portion of the fmdit^ or recommended action disagreed with as well as the portion agreed to. ' 
Disagree: The response should dearly define WHY there is disagreement with me finding or recommended action, and outline any mitigating 
drcumstances or alternative course of acliwt to be pursued. 

RESPONSE (succinct respr^se t^finding I action) 

Management agrees with the Recommendation. In order to further drive credit quality consistency and acceptable level 
of risks on Low Doc transactions w© will monitor their performance and reevaluate the documentation and underwriting 
guidelines and establish acceptable credit quality and underwriting parameters for the low Doc Loan Program that are 
consistent with the low risk characteristics. 

CORRECTIVE ACTION (provide specific action steps plar^ned, the assigned resporisible manager, and target dates for each) ~ 

1 , Thus far all of our analyses conclude that Low Doc loans significantly outperform Full Doc loans. This is also seen 
when comparing the other Low Doc qualifying criteria (CLTV, DTI, etc.). These loans are sent through our predictive 
models (LPRM) which show these to have lower loss expectations. Overall NPL rate from Low Doc loans with 
FICOs less than 660 is 1.00% compared to Full Docs with FICOs less than 660 which have a rate of 1.64%. The 
Credit Information and Analytics team will continue to monitor these through regular audit reports that screen for high 
risk Low Doc loarw. The results will then be communicated to National Underwriting for review and to implement 
ne cess ar y corrective actions. Responsible Manager: Alan Newstead, Consumer Credit Risk Management. 
TargetDate:l9/30/CM 

2. National Undenvriting will use these reports to evaluate, control, and improve the underwriting process for Low Doc 
loans. Consumer Credit Policy will review and revise the applicable sections of the Conventional Underwriting 
Guideline, the Home Loans Online Lending Manual, and the Product and Pricing Guide to ensure all areas of 
evaluating the applicant are addressed. Also included in this review will be the overall credit review process, income 
and asset analysis, and the documenting of the risk decision. In addition, the sections regarding Verbal Verifications 
of Employment will be reviewed to ensure that they provide clear and concise direction when verbally verifying self 
employed applicants, as well as those borrowers with unusual income sources. 

Following the review and necessary revision. National Underwriting will drive the operational execution with the new 
Credit Risk Teams (CRTs) who will oversee srxJ monitor the implementation of the new policy and training. 
Responsible Manager: Barry Wolfgram, Consumer Credit Risk Management Target Date: 12/31/04 
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FDtC-DF! MEMO 3 


EXAM FINDING 3 B Observation* □ Recommendation* □ Criticism* 


Topic: Risk in SFR Portfolio 

Finding: Our review, as well as that of Corporate Credit Review identified that Washington Mutuai’s heid-for- 
investment SFR portfolio has an above average risk profile: higher delinquencies and exception 
rates, 69% of WMI's SFR portfolio has ttie potential to negatively amortize; and 17% of WMI’s SFR 
portfolio, or 1 35% of Tier 1 Capital, reflects current FICO scores less than 620. 

WMB’s SFR loans with the potential NegAm feature represent 96% of the Option ARM loans or 74% of the 
SFR portfolio in 2003, an increase from 88% of the Option ARM loans or 38% of the SFR portfolio in 2002. 
These loans increase credit risk in a rising interest rate environment due to borrowers' uncertain ability to 
service a higher monthly payment, a potential Increase in principal balance, and potential LTV concerns. 

. The September 2003 internal analysis txjncluded that Ne^m loans make up a significantly larger 
proportion of loans in the lower FICO bands, have higher delinquencies, and higher current LTVs than the 
loans in the rest of the portfolio. 

WMI’s loans vrith FICO scores less than 620 totaled approximately $1 9 billion, or 1 35% of WMI's Tier 1 
Capital. Loans in this category show a higher delinquency rate compared to the rest of the portfolio. Of 
the $19 billion, approximately $1.98 billion is currently more than 30 days past due, which represents 85% 
of the $2.33 billion delinquent loans for the entire SFR portfolio. 

The June 2003 Credit Review Report concluded that the level of Washington Mutual’s non-perfoiming 
loans is considered high and the probability of Improvement In overall performance is not likely. 
Additionally, the review identified excessive error rales in documentation. 


I Action: Monitor the effectiveness of management's new initiatives: the establishment of minimum credit standards, 
formation of Credit RiskTeams, and launching of a new proprietary credit scoring model. Measure the 
underwriting quality that results from the above initiatives and take corrective action if necessary to 
enhance the process. 

□ Repeat Finding Management Response Requested 0 Yes B No 

MANAGEMENT RESPONSE B Agree D Partially Agree □ Disagree Enter Target Date: [N/A] 

Management Response: Indicate whetner you agree, partially agree, or disagree, li you agree, provide an arilidpated target date for implemarttatlon. 
Partially Agree: The resportse should dearly define that portion of the finding or recommended action disagreed vrith as well as the portion agreed to. 
Disagree: The response should dearly defrte WHY there is disagreement with the finding or recommended action, and outline any mittgatlng 
circumstances or alternative course of action to Oe pursued. 

RESPONSE (succinct response to findirig / action) r ...txx. 

Management agrees with the Observation and is carefully monitoring the progress and effectiveness of the noted 
initiatives. As discussed in the Management Response for Finding 1. the establishment of Minimum Credit Standards, 
the formation and implementation of the Credit Risk Teams, and the launch of the new proprietary credit scoring model 
are currently in progress and should result in overall underwriting quality Improvements. 

Regarding the SFR loans with the potential NegAm feature, the Credit Information and Analytics group currently runs 
stress testing for NegAm and potential NegAm loans. The greatest risk to the organization is not a rising rate 
environment, but a declining housing price environment. The multiple stress tests that are performed, however, indicate 
that while the losses could be much greater than what we currently are experiendng, our loan loss resen/e is adequate to 
cover those possible losses. 

For the proportion of the total HFI population mentioned with FICOs less than 620, about $1 billion (or 5%) were 
originated by acquired institutions and about $3 billion (or 1 5%) have LTVs less than 60 percent. A small amount of the 
acquired Is less than 60 CLTV (about $127 miition). Thus, of the population; 

• 4% Acquired and >60 LTV 

• 14% Not Acquired and < 60 LTV 

• 1% Acquired and <60 LTV 

Please note that the establishment of the Minimum Credit Standards will sharply reduce the highest risk tail, in addition to 
assisting in the improvement of underwriting quality, as will the elimination of credit classification codes 2-4. 

With regard to the section of the June Credit Review Report stating that the probability of improvement is not likely; the 
! reference is misleading. Without the changes to the front-end. CRT implementation and active portfolio management 
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FDIC-DFI MEMO 3 


EXAM FINDING 3 SI Observation* □ Recommendation* □ Criticism* 

(loan sales), this would be true. There has been significant improvemwt in default servidng management and oversight. 
In early 2004, Consumer Credit Risk Management began working wittt the Default Servicing group to focus on improving 
and reducing the outstanding balance of Non-Performing Loans (NPLs). The reduction in NPLs has been principally 
achieved with the quarteriy sale of Non-Performing and Sub-Performing loans; this is not the long-term strategy for 
managing NPLs, The Default Collections team has imptem«Tted a focused calling campaign on the asset portfolio. 
Delinquent loans are called on by the fifth business day of ttte monttt, the right party contact rate is improving, and we are 
seeing deeper penetration within the portfolio. Performanc* is monftored and measured each month with a comparison 
to prior year's performance. Considerable improvement has shown in the foliowing areas with an overall reduction in 
deiinquency: 

• Cure Ratio of 4-*- Payment DQ - As of April 2(X)4 Cure Rate was 12.2% in comparison to the average cure rate 
of 6,3% in 2003. 

• 3-4 Payment Roll Rates - The level of loans roBir^ from 3 to 4 payments delinquent was 4 1 .4% in April 2004 
in comparison to the 2003 average of 55.1%. 


CORRECTIVE ACTION (provide specific action steps r^anned, the assigned responsible manager, and target dates for each) 

As stated in Finding 1 , the following are the corrective actions as they relate to Minimum Credit Standards Project, Credit 

Risk Teams, and proprietary credit scoring mode! (version 2); 

1 . MINIMUM CREDIT STANDARDS: This poficy is currently in effect and applies to all loan applications or loan 
submissions made on or after April 1, 2004. 

2. CREDIT RISK TEAMS: Four pitot sites have been operating since May.17 and additional expansion to more sites will 
take place through June 14. CRTs will be operational in all fulfitlmenl centers by the end of July and fully 
implemented by the end of the third quarter. A new Residential Lending Authority Policy and Performance 
Improvement Plan will be introduced in June and all credit grantors will be re-certrfied by year end. Responsible 
Manager; Barry Wotfgram, Consumer Credit Risk Management Target Date: 12/31/2004 

3. PROPRIETARY CREDIT SCORING MODEL {version 2): The Enterprise Modeling and Decision Systems group is 
currently redeveloping the Home Loans Proprietary Mode! (PM2). Responsible Manager; Tim Bates, Corporate 
Credit Risk Management Target Date: 9/30/2004 
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y Washington Mutua! 
WMBFA, WMBfsb 
March 14.2005 

Safety & Soundness Examination 
OTS MEMO 3 


DATE: May 20, 2005 

TO: Mark HiHis, Chief Credit Officer 

FROM: Bruce Hickok, OTS 


SUBJECT : Altowance for Loan and Lease Loss Modeling 

CC: William Green. Jr., Deputy CCO, Corporate Commercial Credit 

Joseph Mattey, Deputy CCO. Cr^ Portfcrfio arategies 
BACKGROUND mFORIiATION ~ 


We reviewed tee Allowance ter Loan and Lease Losses (ALLL) meteodology and the pc^cies aid procedures teat govern 
tee ALLL process. Our review included: \) the status of the prc^tosed use of version 3.1 of the Loan Performance Risk 
Model fLPRM) that calculates Ices factors lor SFR prine and subpnme mortgage loans, 2) plans to update the empirical 
data used to calojiate Ices tectors for home equity loans, and 3) the work in progress to suppcHl tee unallocated porhon of 
the ALLL 

In 2005, manag^nent im|:^emented inihatetes to enhance the ALLL meteodobgies. Indications are that the revised ALLL 
meteodobgy wfi result in tttSe change to tee total estknaled amoum of ALLL, but it is likely to shift more of the altowance 
horn un 2 iocsted reserves to the aHocated portion. Projected results of the enhancements are not erqtected until the end 
of tee second quarter 2005. Management has st^ed a dedsion to em^oy the revised version 3.1 of LPRM has not been 
made. 

The overaS tevet of ALLL has remained adequate. Enhancements to tee bantc s ALLL methodology and analysts are 
apixopriate due to an increasing disparity between actual and {^ejected loan losses, the significant growth of option 
ARMS and oteer hybrid mortgage loan products in tee portfbSo, and the increadng level of subprrne loans and loans to 
other higher risk borrowers. The last two external independent audits also noted tee need to increase tee support and 
documentation tor ALLL meteodolo^es and to independently validate the bank's ALLL models. This is being ^dressed 
In the new ALLL initiatives. 

Based on the Initiatives to enhance the reserve allocation processes, we offer tee foHwing recommendations to furteer 
augment tee ALLL methodology, 


EXAM FINDINGS D^NITIONS — — ^ 

OS««rv«0cM; A weaU^* Itfantifled that li not of reaufalofv eatieem. bm w Wch wgy.Impjpyfe.tttf otatsSm H aiMreaaea . 

Obsatvatioos an made tn a consuiaitve role. They may be pre sen ted id mnasenienl either vertattr cr In writins, but wRI swieratly 
net be included In the Report 0 * ExenVnaUon. Exe ml ner t e* rartey request e »yiltten reeponse Ourtng fte examinelten. 
OteervaCrarts may or may not be reviewed durtno subsequent examhaSons. 

Raccumrendstfon: A seatndarv correem reouInnB cerreeSve action . A ReccRrmendebcr can become B Crttcsm irt tuture examlrrabom ehoutd hsk 

exposure incieese sipnjficanliy or oSw eircumstsnees warant. They rrtey be bciuded In the Repcst of Enminefterr and rnenUoned 
In Ext ana Board MeeSnsB. Exaniners wB request a wifBen response from Management durIrQ the exanvnabon. Management's 
ar^RS ID address Racommeniatiofa are re<riewei) at suteequent or folow-up examhalions. 

Crttfctem: ADrmyYOPncemjBqriajoBaxTeefrreactign . Cractsrnsareonenswnriahzedlrilhe'MattertRpquiringBoardAttentiori'or 

•Examinattorr Corsdusioo and Comments' seebott oT the Report of ExamIratiDn; warrant Inereased attention by Senior Managemwrt 
and ete Board of Medors: attd requite a wttten response They are subbed to formal fottoMH^ bf exatimers and, if left 
unrnirecteci, may resut In stronger action. 
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Finding: During this oxaminafion, we were unable to assess the adequacy of projected r^ulto h-om toe 
latest >U_LL initiatix^, as toe resists from Phase t of the initiatives are not expected until the end of 
the second qtarter of 2005. 


Preliminary results of Pha^ I, kidut^ng projected use of verson 3.1 of was not avaSable durir^ the 

examinafion. Hmvever, the latest MIL iniSahves and implementation tnneiine at^^ear to be realishc. 

AU.L Initiatives 

Action: Ensure timely canpletton of toe latest AUi. irttiatives, induding Phase I by the end of toe second quarter 
of 2005. 

□ Repeat Findir^ Management Response Requested Bj Yes Q No 

MANAGEMENT RESPONSE B Agree □ Partialty /^ree □ Disagree" Enter target Date: [9/30/2005 ] 

MwairemMf Red^gnse: Indicate wieiher y«i i^iee, agree, or {fisagree. Uyou agree, provide an anii^i^sdta^t date for ftn):rfereentaQe»i. 

ParOaily Agraa: Ifre respcmse should davty d^ne IhM porton of the fiftfing or recommended aci>or\ disagreed rwiti as as the porten agreed 1o. 

Olagna: The re^x>nse shot4d Oeady delirte WHY teere S aisaore«nenl with the or tecommended adoh. and cuStw any mitigaie^ 
dituntUances or altmnative cburee of adian te be pursued. 

R^roNSE{8ucclf>etreapottse to firming /action) ' 

Management is commitled to completing the ALLL initiatives by the dates specified In our Steering group planning 
doojments, Phase ! vrill be completed by 7/1 /D5. inrduding the deciaon on whether to toiplement the calibrated vereton of 
IPRM 3.1 for SFR and toans. 


CORRECTIVE ACTION {provide specific action steps t^anned, the assigrwt responsible manager, and target dates for each) 

1. Finalize Phase 1 estimation procedures for the Alor::ated Reserve arte enhance controls- Joe Mattey- 7/1/05 

2. Obtain Credit P^tcy Committee (CPC) Approval of any needed rewsions to Crerfit Standards for Allotted Reserve. 
Joe Matiey - 9/30/05 

3. Estabfito a new CPC sutK^omrr^ee governing mertoanism for rewew of credit model validations and assumji^ion 
change c»nfrols - Joe Mattey - 8/1/05 
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OTSMEMO 3 


EXAM FiNDING Z' 


□ Observation* B Recornmendafion* □ Criticfem* 


LPF^ version 3.1. 

Finding: Managcwnent » in of \^idating and calibrating LPRM version 3.1, but the validation 

continues to show a signiftMi^ disparity in actita! ar>d protected SFR loss rates, it is unknown if 
me amount of difference is an acc^itaUe disparity to vaRdate the revised mod^. 

The latest AU_L InlBaBve Includes the proposed use of LPRM verelwt 3,1 for SFR prime and sifoprime 
mortgage \om&. In.a-der to validate ^ model, severe groups of acfoal loans were taken frwn selected 
time penods; but the tit of projected losses from the model to actoai historical perfotmance is for from 
perfecl 

Fcv example, using a sam{^ of bans outstandir^ at Jmuary 1990, the diffi^enc^ in prelected and actual 
SFR to^ rates at 24 months is 10 ba^ points (bps). Af^rtg actual housmg prices and hterest 
into the model the difference fo reduced to 9 bps (a reduction of 1 bp or 10 percent). Then, after calforabng 
toe model ftx' pr^>ayment and default assumpli^U, the dfference is further reduced to 6 bps (a cumulative 
reduction of 4 bps or 40 percent), vtokto stiK leaves 60 percent unexplained. Atthough this is only one 
e)Qmple, H is urdenovm if this is sfill a significant di^anty to validate the model. 

Action: Have a third party independently validate the bank’s AIXL models, including ftvs LPRM version 3.1 , should 
tois revised model be implemented. 


□ Repeat Ftoding 


Marugemant Response Requested B Yes □ No 


MANAGEMENT RESPONSE □ Agree B Partially Agree □ Disagree EnterTarget Date: [1/31/06 1 
Honagement RaspoftSB.-, indicaUi whetftar you asree. partaly agree, or disagree. If you agree, provide arv anticipated target dale for ar^riementatiesn. 
ParVe^y Agree; TVte fe^)M»e ahcxAl dearly defitw that portion of tn« finrfing or lecorernandad aefion d&agrMd vwth at wefl as the portion agreed to. 
Ofsagree: The re^iotse shMitd dearly define WHY there Is dsagreement with Vie tiitding or recommetyaed action, and outage any mitigating 
circuns^ncesof sdlemative course of action to he pursued. 


RESPONSE (succinct response to finding / eefion) 


The substantia valdation work completed to-date supports the v^rfity of the LPRM v3.1 model for the ^LL loss 
mod^ing (Mjrpose, particularly In the calibrated fi^. Validation of the mode! was conducted by Washinglort Mutual staff 
independent of the vertdot's modd devdopers. 

As toe Washington Mutual staff who conducted toe existing LPRM v3.1 validation inctudes jMospective users of the model 
for ALU. loss modeling purposes, management agrees to comi^ete an additional tNrd party vafidation of the LPRM 3.1 
model. The CPC subcommittee with responsibility for credit mod^ v^Wation and assumptiwi change review wll 
sup^se selection of qua&fied third parlies for analysts in support of v^idalion of ALLL models. 


CORRECTIVE ACTION (provide specific aetten steps plartned. the awtgcwd respomibte mamger. artd target dates for eadi) 


1. Vaiids^on ar>d Calibration An^ysis of LPRM 3.1 provided by ALLL Loss Modeling Staff - Joe Mattey- 7/1/05 

2. Thkd-party LPRM 3.1 validation - John Carnahan (acting Chair of CPC subcomiriittee/workgroup on Credit Model 
Validaticm and Assumption Change Review) 1/31/06 
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C&iMH FINDING 3 / □ Observation B Recommendation □ Criticism 


T^giC>--i;Se^dc4o3y and Docwnentation few Unallocated WJJ. 

Finding: The ALLL initiative also includes a pre^osai to expartd the medtodology and documentati<m used 
to support the unailocatod portion of the ALLL to include risk weighting of six quaiitative factors. 

Cutrentiy, or^ly general items sudi as data integrity issues, newly devebped loan products, or exogenous 
vafist^ trends, are induded as factors to be considered fctf the urtallocated portiort of ALLL and there are 
no guidelines as to how the Actors are b be ap^i^. At the end of 2004 the unaDocated portion of ALLL 
had increased to 30 percent of tc^ai allowances up from 23.9 parcel' a year earlier. 

The latest external indeperxlent audit also noted the need to strengthen ttte documentation supi:x>rting the 
unallocated portiem of M.L1. 

Action: Management should er^ure comdst^^ of the expianded methodology and documentation fex the 
unallocated portion of ALLL. 

□ Repeat Rnding Managunent Response Requested B Yes □ No 

MANAGEMENT RESPONSE 0 Agree □ Partially Agree □ Disagree Enter Target Date: {9/30/2005 J 

Managemont/iespoifse: inc&atewhethw^agree. parity agree, or di&aoree. If you agree, pmvide an antbpated target date brirnplartentation. 
ParHaSty Agree: TYie raspiKtse i^Kwkt deTine inat porSon of the fWtftng or lecommended aefion disagrsea with as well as the poiSah agreed to. 

Disagree: Thare^Kum shoiMdeaily detoeVAfYB^ereistfnsraehert wilhe>efind^or reconunendedadiofl. and outfine any mKgatiiH) 
or atemaSve course of wton ts be pi^sued. 

RESPCMSE (succinct response to finding / action) 

Managemertt has ccxnpleted a dr^ of enhanced procedures for estimated unaRocated reserve needs. New policies have 
been drafted for apprcwal on approjixiate unallocated percentage target ranges. 

Mat^g^nenl has devebped a Scorecard to aid in the defining of the unaRocaled reserve. The Scorecard contains seven 
qualHative faedexs (Q Factors): 1) Natiortal and Economic Trends, 2) Motgage and Housing Market/ Finsmdal Services 
SactiK (Editions, 3} Veio^ and Pace of Change in Delinquencies, Classified Loans. Net Charge Offs and Reemr^es, 

4) Velodty and Pace of Loan Growth, 5) Level of and Trends in Concentrations, 6) Ch^es in Quality of Lending and 
Urvderwrfting Staff, and CompSance with Perfby. 7) Regulatcffy and PuWic Policy Environment The seven Q Factors are 
assigned a weighting range. Each betor is analyzed in detail to deferrrene a risk level arxl assigned a weighting for the 
quarter. The quarterly applbatbn of toe weighting determtoes a percentage br the overaR unallocated reserve amount 
vrtilcdi can range frwn 10-25% of the total reserve. 

CORRECTIVE ACTION (provide specific action steps planned, toe assorted responsible manager, and target dates br each) 

1 . Implement the Qualitative Scorecard for analysis of 2^ quarter 2005- Biff Green - 7/1/05 

2. CPC /^^>rDval of Unallocated Standards - Biff Green - 9/30/05 
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OTS MEMO 3 



□ ObsetvaBon 0 Recommendation □ Criticisni 


Topici HELOC, Home Equity, and Unsecured Consumer Lc«i Loss Factors 


Finding: The odds c^rts used in the customized caiculation of loss factors for HELOC, Home Equity, and 
Uni^ured Consumer loans are based on consumer behavior titat is 3-5 years old. 

The bank's ccmsumer pc»1fc^)o demographics, interest r^es, smd the general ec<xtom)c conditicms have 
experienced significiant changes sir>ce the mod^ was developed. Managem^t plans to address the 
modeTing fcx* these loans in the seccmd h^ of 2005 as a pad of Phase il of tfe ALLL initiatives, indication 
is tttat updated data will be oblahed Experian rattier than Equifax, which was originally used to 
IM’oduce the odds charts. 

Action: By the second half of ^)05, compete tite update of odds charts and empirk;a! data used in the caicuiaticm 
of loss Actors for HELOC, Home Equity, and Unsecured Consumer loans. 


□ Repeat Rnding 


Management Response Requested 0 Yes G No 


MANAGEMENT RESPONSE □ Agree H Partiatiy /^ree D Disagree Enter Target Date: [1/31/06] 


Management ftssp«76a: Indicate w^ie^r you agree. partiMty agree, or disagree. If you agree, provide bi> anSeipated target date for implemer\t^ot\. 
Palely Agne: llie response shotM ctearty define that portion of the find^ or recommended action disagreed with as well as the pcKlion agreed to. 


Disagree: The re^ranse shiKrid dewty define VWtY there is disagreemera w 
dreumstances or aliemdive course of action to be pursued. 


g or recomrrierded action, and ouSne any rrtitigatir^ 


RESPONSE (swcinct response to finding I action) 


Enhancements to estknation procedures for HEL, HELOC and unseoired consumer loans will be completed in Phase !i 
of toe ALLL Allocated loss mr^eling initialive. At a minimum, this wtii irtdude updating the empirical data used in 
caloiiating the less factors (svrititoing to Ei^rian from Equ^). However, an update of the ‘odds charts’ vwll not be 
provided If the reconwn«id^ new modeling procedures no longer incorporate 'odds charts* in the modeling method. 


CORRECTIVE ACTION (provide specific action steps planr>»d. the ts^gnad responsible mattafler, and targst dates for each) 


1. Update empirical data to ^corporate Experian crerfit bureau informalion - Joe Mattey- 7/1/05 

2. Complete f^ase II redesign of HEL, HELOC and other consumer ALLL modeling - Joe Mattey - 1/31/06 
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J Washington Mutual 

WMBFA 
March 14, 2005 

Safety & Soundness Examination 


DATE: June 1.2005 

TO: Melissa Martinez. Chief Compliartce & Risk Oversight Officer 

FROM; Joe Knorr, Ann Hedger, AI Avila; OTS Examiners 
SUBJECT: Corporate Risk Oversight 

CC; James Vanasek, EVP. Chief Enterprise Risk Officer 


Ken Kroemer, FDIC 

g , .'JilNDir. O'WATION _ : 

Corporate Risk Oversight (CRO) is responsible for ind^endently evaluating credit and compliance risk across the 
company and assessing the effectiveness of ri^ management processes relative to established strategic and risk 
tolerance objectives. In fulfilling this responsibility, CRO has an implant role in the company's compliance management 
and internal asset review processes. 

Since the prior examination, CRO has grown significar^tly as a result of a major expansion of its responsibilities, inciuding; 
(1) centralization of responability for enteiprise-vflde compliance management under CRO: (2) relocation and 
consolidation of five separate Quality Assurance (QA) functions from the business units under CRO; and (3) assumption 
of responsibility for the Servicing QA function (now referred to as Servicing Risk Oversight) by CRO. The consolidation of 
the QA functions was a particuiarty challenging process and involved not only physical relocations, but integration of 
cornpliance testing and implementation of process changes at the same time. In general, this consolidation seems to 
have gone well. 

Notwithstanding the general success of CRO’s expansion activities. CRO faced a number of resource and other 
challenges that affected the execution of its 2CX)4/2005 Performance Plan. For instance, executive management 
concerns wth CRO risk definitions resulted in suspension of monthly and quarterly trend reporting in December 2004, at 
wtildi time CRO embarked oti a protracted recalibration project. Additionally, CRO does not yet have in place fully 
functional continuous comprehensive review processes where planned, is not up-to-date on periodic process reviews, and 
has not finalized monthly and quarterly dashboard trend reporting. Ultimately, until full exception data collection, 
reporting, and fbllow-up processes are in place and statHlized, senior management and the Board cannot really assess 
whether the QA process is havirtg a meaningful impact on line processes, including loan underwriting, 

The findings in this memo primarily relate to the need for CRO to complete the activities prescribed in its 2004/2005 
Performance Plan, and to improve execution on fijture annual performance plans. Additional findings relate to excessive 
review cycle timeframes and the need to improve documentation of enterprise-wide asset review processes. Most of the 
findings are considered •criticisms' due to the overall significance of CRO activities and the fact that we have had 
concerns with quality assurance and underwriting processes wthin home lending for several years. 


Note that findings related to Servicing Risk Oversight are covered in a separate memo. 
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Topic: Attainment of Performance Plan Goals 

Finding; During our prior examination, in JCHnt Memo 19. Flndirtg #2 ^Recommendation"), we noted CRO did not 
meet the review timeframe objectives set fortti in te 2003/2004 Performance Plan, However, we 
ad<now1edged Uiis was the first Performar^ Plan adopted under dte nev^dy structured department and that 
there were other significant projects and resource requirements dial affected the compleUon of this 
Performance Plan, The 2003/2004 Performance Plan primarily aonasted of annual process reviews, 
which focused on identifying systemic issues. 

With the assumption of QA function respwislbilities in rmd-3304, several changes to the structure of CRO, 
its Performance Plan goals, and scheduled r^ew dates were required. The 2004/2005 Performance Plan 
(the Plan) was changed to provide for more continuous transaction testing for ail residential lending, multi- 
family and commercial real estate loan originations as part of a new Continuous Comprehensive Review 
process. Subsequent to this revisicwt, additional d»nges wrere made to the Plan, which appeared to have 
been made to at feast partially address execution delays. For instance, many annual Periodic Process 
Reviews, which were behind schedufe, were combined into upcoming Continuous Comprehensive 
Reviews. 

AlthcHjgh some revisiors to the 2004/2005 Performance Plan objectives may have been appropriate 
given changing priorities and risks, some changes seem to have been made because of execution 
difficulties. Various important Periodic Comprehensive Reviews, Periodic Process Reviews, and 
Continuous Comprehensive Reviews were not conducted in the manner or timeframes originally 
envisioned. Therefore, we believe CRO ultimately fell short of attaining its original Plan goals. 

We understand that consolidation of the QA function was a significant project undertaken by CRO , and that 
resource constraints and a host of other issues may have impacted CRO's ability to fully execute on its 
plans. We also acknowledge that CRO deserves credit for putting a good basic oversight framework in 
piace. Notwithstanding tite issues impacting CRO’s plans and the recognition of the good work done so 
far. we believe CRO needs to do a better job executing fts Performance Plans, 

Action: Ensure timeframes and resources are sufficient to finish 2004/2005 Performance Plan (now, just “2005 
Performance Plan") objectives. More generally, improve the planning process to ensure future 
Performance Plans not only appropriately address risk oversight objectives, but also are reasonably 
attainable from a time and resource standpoint 


X Repeat Finding Management Response Requested X Yes □ No 



rGORRKSTtyg ACTlONMpfPvfdy4pgdifieracadrt?Steps'bl'a»ftitfdi'4he:'!8sst^^'fespi^siblVnMiiagef.'andt3tget'dates.for;eafehi^ 

1 . 

2 . 

3, 


Topic: Monthly and Quarterly Trend Reports on Continuous Comprehensive Review Results 

Finding; Senior management and the Board have not been provided monthly and quarterly trend or 
dashboard reports on the results of Continuous Comprehensive Reviews since December 2004, 
when reporting was suspended while CRO recalibrated risk definitions. Without the trend reports, 
senior management and the Board are unable to ascertain whether line functions are performing 
acceptably and, more specificaHy, whether the QA process is having a meaningful impact on i 
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improving loan underwriting. 

In DecembK- 2004, the issuance of montWy ttBod covering Continuous Comprehensive Reviews 

was suspended, due to executive mEmagem«it ccHU»ms tMfh risk definitions, particularly as those 
definitions related to loan salability. At that tuT», CRO stop^jed providing dashboard trend reports to senior 
management and the Board. Despite fte of trend reporting, however, results of weekly 

sampling and Confinuous Comprehen^e Reviews of r«w lean production, where conducted, continued to 
be provided in weekly event reports to lir« managwnent at ttte LFC level, and constructive interaction was 
apparently occurring between reviewers and line personnel. Also, although documented trend reporting 
was suspended, CCRO Martinez continued to attend ^ropriate meetings and discuss CRO activities at 
senior management and Board levels. 

CRO has worked to recalibrate the definitira^ to nc< only address the interna! concerns, but to improve 
the process overall. The recalibration efforts focused on three sets of risk definitions; Compliance. CRO 
risk rating, and Securitization (loan salability). All e\rent codes were reviewed across all channels to refine 
terminoic^y and eliminate redundancy vrtiere apprfcable. Revisions to reporting templates are now being 
completed to enhance monthty trending reports with more meaningful information. 

Monthly and quarterty CRO trend and dashboard reports for Continuous Comprehensive Reviews shoutci 
resume as quickly as possible and be issued to senior management and the Board. The reports should 
contain not only exception trends, but also show the status of management's corrective action plans in 
cases where exception rates exceed acceptable thresholds. TT^e reports should also identify systemic 
issues, sajch as specific underwriting practice weaknesses that impact the quality of the bank's asset 
portfolios. 


□ Repeat Finding 


Manag»nent Response Requested X Yes 


□ No 


□ Agree- D. PattiafiyAgroe%i;»EM3teagrCT.~^El\teffrarget Date: [, 



^tBC>RRECliv^ji'C'BO?j?t^Vide:%p^}Piyd^0ri''5fer^ ptahn^rthe'asSighed^r^'pbh^bfo’.manageit/and target aates-foreac-hj;" 
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Topic: Excessive Review and Reporting Cycle T^eframes 

Finding: Periodic review process cycle time, from ft^dwork to management response, seems excessive. 

CRO’s review tracking report showed that management has generally been responding to CRO 
reports within acceptable timeframes issued hy CRO The same backing report showed, 

however, that the timeframe for the CRO review cycle, from fieldwork to exit meeting, to initial 
report draft, to final report, was excessive. The report suggested, for example, that it sometimes 
took several months after fieldworic was complete to issue a final report 

Action: Management and the Board need to ensure that afH>ropriate review cyde and management response 
timeframes are in place for all types of CRO reviews in order to ensure timely communication and 
correction of weaknesses. Management and the Etoard need to dosely monitor compliance with the 
timeftames and ensure that appropriate fdtow-up takes pia<re to ascertain that corrective actions are being 
imptemented. CRO should therefore fwovide apjKcpiate reporting frvat tracks performance relatively to the 
timeframes. 


D Repeat Finding 


Management Response Requested X Yes 





PSridespgtftficHBCtFori Steps pta fined; tee assigned res p6nsiblerri<ina'geriantftata9t-jd«ttes‘jdreaChl.v 
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EXAM FINDING 4 




Rpnommn’i t iMOii 


Topic; Continuous Comprehensive Reviews for Specialty Channel 

Finding; Lack of staff resources to perform Contijuious Cwnprehensive Reviews of Long Beach Mortgage 
Corporayon (LBMC) and Specialty Mortgage Finance (SMF) new loan originations has resulted in 
these reviews being delayed. Transaction testing of December 2094 LBMC loan sample is Just 
now nearing compleBon, but Continuous CwnpreherKlve Reviews for the SMF portfolio have not 
yet commenced. Furthermore, policies and procedures for conducting reviews of SMF purchases 
have not yet been drafted. 

Full staffing for the QA function for the Sped^ C^armel located in Anaheim, CA presented challenges 
when the relocation of the NaUonal Post Closir^ Center was being debated (ultimately, it was relocated to 
Stockton, California). Management has represerrted teat policies and procedures are in place for the 
LBMC review process, and that permanent staffing and training of the Stockton staff were completed in the 
first quarter of 2005. However, QA teams from Jadcsorwille, FL continue to assist the Stod<ton transaction 
team in its efforts to bring transaction toan toting for LBMC to a current status by July 2005. QA aedit 
analysts hired to review the SMF pwtfolio have also been assisting in the QA reviews of LBMC 
originations, ’which has delayed starting the SMF reviews. 

Action; LBMC reviews need to be brought current. Polides and procedures for performing reviews of SMF loan 
purchases should be completed, and fransaction testing for SMF loans should be started as soon as 
possible. Timeframes for frilly implementing CRO reviews of SMF purchase activities need to be 
established. 

Repeat Finding Management Response Requested x Yes O No 

MfrSfrj VtrNIR rCNSZ fj' Agri ..C IT f ’artf i ty Aqrof^: jf y 



begBRECTiVE=AXai’iQH;tetoVidftsp^crflt^ictf6hstePS^aiu^ mariafleT;randttgnj«~dategfoneaiteM^^ 
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ommencation 


□ Criticism 


Topic: Commercial Risk Oversight - Seasoned Loan Rwtews 

Finding: During implementation of the Continuous Comprehensive Reviews for the new originations of 
multi' and single-family residential loans, the re\dew of seasoned muiti-famiiy residential (MFR) and 
commercial real estate (CRE) loans was t^poran'iy suspended. In the interim, management 
developed procedures for performing the MFR seasoned loan review as part of the Continuous 
Comprehensive Review process, but did not develop updated procedures for performing the CRE 
seasoned loan review as part of the new Continuous Comprehensive Review process. Review of 
seasoned MFR loans is anticipated to begin again In July 2005, while tiie review of seasoned CRE 
loans is anticipated to begin in October 2005. 

Neither MFR nor CRE seasoned loarte haw been rewewed by CRO since mid-2004. 

Action: Commence review of MFL seasoned loans no later than July 2005 and seasoned CRE ioans no later than 
October 2005. Complete updated procedures for seasoned CRE loan review process. 


Q Repeat Finding 


Management Response Requested X Yes D No 
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Topic: Documentation of Asset Review Processes 

Finding; Although the Board-approved CRO Policy provides broad guidance for CRO to execute its 
Independent asset review activities throughout the bank, it does not describe how CRO fils into the 
asset review/risk-grading process for each of fits bank’s asset portfolios. Such documentation is 
important since CRO's role may be different. d^^wRng on the portfolio. The dcK^umentation would form 
tile linkage between the CRO Policy and variais asset res^w/risk-grading standards and procedures in 
existence in various line units of the institution. FmaHy, the documentation would provide a basis for third 
parties to better understand the fundamental framewctfk of the bank’s asset review processes across all 
asset portfolios. 

During the exam. CRO began to develop a graphic depiction of the bank's asset review activities, by 
portfolio, but much work remains to be done to devdop complete, formalized documentation. 

Action: The bank should prepare documentation shewing graphically' and describing narratively not only CRO's 
general asset review oversight role, but also how it fits into the asset review activities performed for each 
asset portfolio in the bank, including non-loan portfoBos like investment securities, real estate investments, 
and real estate owned. Such documentation should include graphic and narrative descriptions of asset 
rewew processes, at a somevriiat general lev^, on a portfolio-by-portfolio basis, pointing out whether 
reviews are Independent of line functions and, if so. the level of independence achieved. The 
documentation should reference all pertinent policies, standards and procedures that govern each 
portfolio’s asset review and risk-grading activities. The documentation could be a part of the CRO Policy 
or an attachment thereto, or it could be made a part of the CRO Policy's implementing standards and 
procedures. 


O Repeat Finding 


m^«_a;^VI£NTPES_PPNS^ n Aj-r- n P:nh''* ''ji ■ 

e;s? . -s.: f— 



Management Response Requested X Yes O No 

r 



■CORReSTiygAPT10Ni{pr6VJtf«»^p^flcSae8on;st6PS,plarmad: the as^griad jeSponsHtleemat^^fiiariditw^tdatesifor each) • 
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lUteshin^on Mutual 

WMBFA 
March 14. 2005 

Safety & Soundness Examination 
OTS MEMO 13 


DATE: June 2. 2005 

TO: Troy Gotschail, President, LBMC 

FROM: Ben Franklin and Gail Croil, OTS Examiners 

SUBJECT; LBMC Underwiting Review 
CC: Craig Chapman, President, Commercial Group 

Keith Johnson, Commercial Group - L^C/SMF 
Ken Kroemer, FDIC 


BACKGROUND INFORMATION 


We reviewed subprime lending ac^vity conducted through WMBFA’s affiliate, Long Beach Mortgage Company (LBMC). 
We assessed LBMC's overaH Iwiding operations as well as credit quality and underwriting through a review of samples of 
randomly sheeted loans originated by l^MC as follows; (1) 25 first trust deed (TD) loans from the held-ftw-sala (HFS) 
portfolio at Dec«nber 31 . 2004, <2) 25 TD (cans trorn the HFS portfolio at December 31 . 2004. (3) 22 first TD loans 
from the $2.48 biffion transferred from HFS to the held-for-investment (HFI) portfolio during March 2005, and (4) 10 loans 
from the scratch and dent portfe^io at December 31 , 2004. 

We assessed underwriting and credK quality for compliance with LBMC undenwitirtg policy and procedures as well as 
regulatory safety and soundness guidelines. Our findings and recommendations are discussed below (scratch and dent 
Icrans were reviewed for credit quality only and are excluded from the underwriting discussion below). 


EXAM FINDINGS DEFINITIONS 

ffat i> not of rwMitQfv corKerr^ txit wWen m»v mMovB the bank-g Qcmntna uUnstta. 

Obstrv»tiont ar* mad* in « oontuttMv* ml*, Th*y may b* pratartad to manauaftianl either varbelly w in vmttng, but wjii penemHy 
not be indudad in the Report of Exarntnatlon. Examlnera vwX mly request a written response during the examination. 

ObsarvaCkm may or may not be r«<riawed during subsaquani eumlnatians. 

A secondary concern tMiitrinQ corretatve action A Recommendation can becorr^e a Crttielam m hiture examinatons shudd risk 
exposure Increase significantly or other drcumslances warrarrt. They may be Itrduded in the Report of Examination and mentioned 
hi Sxtt and Board Meetings. Examiners wtli request a wrm«ire^<»\8e horn Managemam during the exeminaliori. Management's 
adioni to arXIiess Recommentfalions are reviewed at subsequent or fiMow-tip exarrenatbns 

Acrimafv ooncem reouiri njcofreetwe acton . Cndeisms are often summarired in the ’Matters Requiring Board Attention’ or 
'Examination Conclusion and Commwtts' section of the Haoon of exairtnatton; warrant HcreaseO attention by Senlof Management 
and tfi# Board of Directors: and require a written response. They are sutiect to tormai fctlowHjp by examiners and if letl 
uncorrected. may result in stronger aetton. 


CMuarvatfon: 


RecortifflamAffon. 


CfWeiofi'. 
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OTSMEMO 13 


EXAM FtNDiNG 1 □ Observation □ Recommendation H Criticism 


Topic: LBMC Underwriting Quality 

Finding: Our re>dew disdosed underwriting deficiencies that require management’s dtxmtion. Twenty-five of 
the seventy-two io^s (34.0 pendent) had at least oie credit related exception that occurr^ more than 
once m tiie s^de pc^uiatkin. Hie most prevalent error was mtecalcuiation of bc^ower debt-to- 
income <011) ratios due to overstatement of income/understatement of debts or inadequate support 
for income uMd. Otiter material deficiendes titat occurred less fi-equentty included: (1) inadequate 
e)q^artation of the reascmableness of inrame or assets for some stated incxime borrowers; <2) foe use of 
bank d^sits to suppcvt income for salaried borrowers without explaining tiie soume of foe deposits, or 
foiling to adju^ for e}q)enses when barrk deposits were used fo support irrcome for sdf employ^ 
borrowo^; and (3) ^adequate explanation on how some stated income bormvv^rs will handle tire 
significant paymertt shock beforaen foeir existing mortgage ot rent payment and the new LBMC payment. 
These concerns are cfiscussed In greater detail bdow. 

Miscatoilatton of DTI 

We noted 12 exceptions <48.0 p»‘cent) in the 2^ TD sample. 5 exceptions (22.0 percent) In foe HF! 
sample and 2 exceptions (8.0 percent} in the HFS sample. The exceptions resulted from a variety of 
focfors such as: (1) inciuding income that was not a^uately supported or verified, (2) exduding 
con^imer debt frcxn calculation without explanation, (3) Improper handling of rented IrKxrme or negative 
rents fo DU calculations, and <4) omitting taxes and inajrance from borrower debts or inciuding lower 
amounts tii£m indicated by more current documentation in foe file. 

inadequate explanation of reasonabler^est of Income/assete 

We noted 3 exceptions <13.0 percent) in foe HFi san^ie and 1 exception <4.0 percent) in foe 2*^ TD 
sample. These exceptions apply to stated income borrowers and obviously could have serious impact on 
bcHnrow«r ability to repay. LBMC policy indicates that an explanation or other documentation should be In 
foe file whm a borrower's occupation, income and/or assets appear out of sync. In foe exc^tbns \i\e 
noted, the conditions tivat required an explanation per poficty w^ present, along wfo ofoer focfors that 
should have been que^ioned by the underwriter; hoover, no explanation was provided in foe file. 

Use of bank deposit etatamenta to verify Income 

We noted 3 exceptions (1 2,0 percent) in the 2"* TD sample and 1 exception (4.0 percent) in the HFI 
sample. LBMC's policy allows underwriters to use bank depoats per published bank deposit statements to 
verify income for both borrowers who are busir^ess owners as w«d! as those who are salaried. When bank 
deposits are used for business owners. ti>e income should be acfusted for business expenses. When bank 
deposits are used for salaried borrowers, the underwfto' should explain why deposits should be counted 
as income, particulariy when it exceeds the borrower’s documented salary. The cases we noted did not 
comply LBMC policy. We also question the prudence of the policy of allowing the use of bank 
deposits as a source of income for salaried borrowers, particularly when file documentation 
confil<^ with the higher Income derived by analyzing d^osits. Management should consider 
revising this policy. 

Loan with skmificant payment shocks 

We noted 4 instances (18.0 percent) in the HFI samErte where borrowers experienced si^ificant payment 
shock between foeir existing mortgage or rental payments and their new paymenfo on LBMC's loan. 
Payment shocks ranged from a 90.0 percent irKaease {from $870 to $1685 per month) to a 240.0 percent 
increase (fhxn $1700 to $5705 per month). In all instances, the loans were stated income/stated asset 
programs and foere was no explanation of why such significant payment increases were reasonable. 
Current r^iicy is somewhat general in this area but it does indicate that undenmit^ shcHJid explain and 
document why it is reasonable to e:q)ect borrowers to handle payment shocks of this magnitude. 

Management promptiy re^nded to our findings shortly after we presented them orally and agreed to 
implement corrective measures in the fonn of various j(d> aids and additional tr^ng. 

Action: Implement corrective measure to ensure mcxe consistency in; 

• Analyzing and determining borrower income and expenses in foe areas where deficiencies were 
noted, 

• Explaining and documenting foe reascmableness of stated income/assets, 

• Complying with LBMC policy whan u^ng bank d^Dosits to verify borrower income, 
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OTS MEMO 13 


EXAM FINDING 1 □ Observation □ RacwnnMindation B Criticism 

• Reassessing ttie practice of using bank deposits to verify income tor salaried borrowers, 
psulicutariy ^en contradict<»Y informaton exists, and 

• Explaining and doojmenting toe reasonableness of loans with signUicant payrrtenl shock. 

□ Repeat Finding Management Respcmse Requested 0 Yes □ No 

MANAGEMENT RESPONSE □ Agree g PartialiTAgree □ Disagree Enter Target Pate: [iO/lfOS ] 

Hknastmuntfitapoiise; Indicate wh^er you agree, psrtaliy agree, or disagree. N you agree, provide an anticiiMted target date for Im^ementaUm 
PtiVaity Agwee; Tlw rein>onse ^uid ciearty define that portion of Itie firdirtg or recommended actiott de^^reed vnSi as wel as the pwtion agreed to. 
Ofsasnw: The response ^xuld cieatly {Mine WHY diete is dsagreemeni with the fimSi^ or reeommertded sction, and outline any mitigaHng 
droumstsnces or altemaeve course of action to be pursued. 

RESPONSE (succinct rewHHtse to finding /acMonl ~ 

Overall, Long Beach management (LB) partially agrees with the findings cited tor Underwriting Quality. 

• LB agrees that underwr^ing dec^ions made subject to LBMC policies related to DTI ratios, inoxite validation 
and potential borrower payment shock need to be more ccmsist^t and better documented for transpaiency and 
(eviewatxiity. 

• LB disagrees wito toe suggestion that toe use of bardc statements to verify income is imprudent, but it is willing 
to review its [xriicy and gwdetines on d^s sutqect. 

CC^RECnVE ACTtON (provide specific action steps planned, the aselpntd responsible menag^ and target dates for each) 

1 . Training conducted to address specific items outlined in the finding - recording of decision rationale, documentatitm 
of exceptions, consistency in the files, use of the communication log, accuracy of data in the loan system, use of new 
job aids; use of existing checkists and document placement in files. 

Responsible manage’; Chris Coombes; Target Date: 9/1/2005 

2. Creatirm and deployment of the following job aids to assist dedsioning and documentation. 

Respor^iUe manager Amy Marcussen; Target Date: 10/1/20Q5 

a. Assessing income for self*employed borrowers 

b. Reasonabiity testrig for stated income 

c. Using bank statemerrts for income verification 

d. Reading a oecfit report / DTI inclusion and exdusion mies 

e. Calculating and verifying income 

f. Tax and insurance 

3. Introduce a single sheet solution that will be induded in loan files. The single sheet would combine eMsting screens 
and forms to create a dearer recxKd of loan decisions. 

Responsit^e manager Amy Marcussen; Target Date: 10/1/2005 

4. Enhance the QA process to check adequacy of decision documentetion within the paper loan file. 

Responsible manager Amy Marcussen; Target Date; 9/1/2005 

5. Enhance regular tracking, monitoring and analyzing of UAIV decteion and documentation quality by converting data to 
regular scorecard reporting. Responsible manager: Chartes Freeman. Target Date: 10/1/2005 

6. Conduct underwriting policy and guideline review regarding the use of bank statements as validaion for income, with 
amendments to policy if warranted. 

ResponsWe manager Charlie Freeman; Target Date; 10/1/2005 
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OTSMEMO 13 


EXAM FINDING 2 □ CXworvation* SI Recommendatfon* □ Critici»m* 


Topic; Pre-lunding quality control 

Finding: Given tfie types of deficiencies noted in our loan review, we belies diet LBMC's underwrifing 
quality would benefit fiom a pre>fteiding quaiity control review that focuses on credit quali^ and 
credit underwriting issues. This program couid be ^rralar to the Credit Qi^lity Team a^^roach recently 
implemented at WMBFA. 

WNie LBKC already has a prefunding quality review function, we understand ti^at (his function's primary 
focus is on salability and loan program compliance rather than credit qua%. 

Action: implement a pre-lunding credit quaiity function at LBMC. 

□ Repeat Rnding Management Reapoiwe Requested E! Yes □ No 

MANAGEMENT RESPONSE B Agye.e □ Partially Agree □ Disagree Enter Target Date: Elb/l/OSl 

Maaagvnentma^onSiK indicate whether you agree, pertiaBy agree, or <fisagree. if you agree, provide an anticipated target date for mplementalicm 
ParUalty Agna: Ttie response shoiM cieany define portion of the f rtdirio or recomnended ac6on disagreed with as weif as the portion agreed to 

Otsagrte; The respcrue ^wuld ctearly o^ne why there is disegreement with the rir>dng or recommended action, and outline arty mWgafirtg 
circumstances or attematiim course of action to be pursued. 

RESPONSE {succinct response to flndtnfl/actJort) 

Management agrees wHh tite finding and will explore the potential adoption of the WMB Credh Quality Team approat^ or 
an equivalent pre-funding process. 


CORRECTIVE ACTION (provlds spsdfic action steps planned, the assityieil responsible manaoer, and tarpst dates for each) 

1 . Evaluation and recommendation to senior management of next steps in regards to a VNMB CQT or equivalent 
approach for LBMC. 

Responsbie manager Charles Freeman; Target Date: 8/15/2005 

2. implementation of n^mm^dations. 

Responsible manager: Amy Marcussen; Target Date: 10/1/2005 
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OTSMEMO 13 


EXAM FINDINGS □ Observation H Recommendation □ Criticism 


Topic: Loan FICO Species 

Finding: We noted five loans in our HFi sample where the FICO score was below die ievti required for the 
respective l(»n program. Apparentiy, these loarw were granted as part of periodic FICO Specials, 
information on tiie manber and performance of these loans was not readily available. Going 
forward, management agreed to frack tiie number of FICO ^>eciats made as wel! as mcmitor titeir 
perfomtance. 

Action: Management should trad( the number and performance of FICO Specials to determine whether the quality 
of loans generated wan^nt a>nttnuation of th^e periodic offerings. 

□ Repeat Finding Management Response Requested SI Yes □ No 

MANAGEMENT RESPONSE B Agree D PartiaHy Agree D Disagree Enter Target Date: 19/1/05 ] 

MmeaemmrReiVonse.' indicate v^iether you eo^. partially >oree. or disaoree. tfyouacree. provide an antidpa»diaroet date forimplementation. 

ParValfy Agnt: The response should dearly define ^ portion oT the fIrKline or recommended action disagieed wth as wett as the portion agreed te 

Disagree: The response should dearty d^ne WHY thm is disagreernem with the finding or recommended action, and outline any rntticating 
drcumsiances or alternative course ol action to be pursued. 

RESPONSE (eueclnct reapon^ to finding / action) ~ 

Management agrees to the finding in its entirety. 


CCWtRECTtVE ACTION (provide apecHIc action atope planned, the aaeigned raeponsible manager, and target dates for each) 

1 . Deploy a tracking melanism to tag and monitor the performance of FICO special loans with regular reporting to 
management. Responsible Manager: Glenn Rothenberg ; Target Date: S/1/2005 
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OTSMEMO 13 


EXAM FINDING 4 H Obs»rvation □ Racommendatfon □ Criticism 


Topic: TanglWe Benefit Forms 

Finding: Tangible Benefit Forms were not always properly completed. We noted 1 excepfion (4.0 percent) in 
the HFS samp^ and 2 excepttons (9.0 percent) in the HFI sample. These forms are requi^ in some 
states to justl^ ^at refinance loans to ^jbprime borrows px-ovide a t^0b!e b^fit to the borrower. The 
exceptions usually resulted when tite forms were not changed to reflect a chartge in loan terms after the 
loan was inhiatly sutoiitted. 

Management agreed to make a prr^rruntng change that would update this form when (Ganges were 
made In loan terms after foe ^tial sutxmis^n. 

Action: Ensure that forms are revised to reflect a rfoange in loan terms after the loan is initially submitted, 
n Repeat Finding Manegement Respor»e Requested S! Yes □ No 

^NAGEMiNT RESPONSE a Agree □ Partially Agree □ Disagroe Enter Target Date: [l 6/1f0S j 

HhmigumKtt Rsaponae.- Indicate whether you agree, partially agree, or disagree. If you agree, provide an anticipated target date fn- impiementation. 
PartMly Agrvi: The resprMiseshoiriddeeFty define that pwtion of the finding or rscornrnendad actiori disagreed with as weQ as the portion agreed to. 
Ofsagree; The rKponse r^uld clearly datirte WHY there Is disagreement wfth the finding or recommended ectiori, artd outline any intigating 
cffcumstances or alternative aurse of action to be pursued 
RESPONSE (succinct response to flrtdlng f action) 

Management agrees to the finding in its entirety. 


(^RRECTIVE ACTION (provide speclflc actio n attps planned, foe asstgrted responsible manager, and target datea for each) 

1. Change process to require a revised and updated NTS form to be irtduded fo foe loan file matching the final loan 
documents and indude mortitoring the use of NTB fomt through the pre-lunding review process. Responsibfo 
manager; Marcussen; Taiget Date: 10/1/2095 
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Dochow, Darrel W 



From: 

Sent: 

To: 

Cc: 

Subject: 


Kuczek, Richard A 

Thursday. June 02, 2(X)5 7:32 AM 

Dochow, Datrel W 

Carter, Lawence D; Glaser, Howard M; Henry, David R 
LBMC downgrades 


Sensitivity: Private 


Darrel, 

just an fyi we checked inh3 ttie downgrades and its pretty much the same culprits. Of Oie 2S downgrades, 17 related to 

the classes in 2000 and 2001 v^tich had also been previously downgraded in November 2004. The other 9, however, 
relate to tv«) 2002 hansactions so ftere is «>mecre^ .... but in looking at the performance measures, the 2IW2 
securitizations and later have demonstrated improved performance in terms of cumulative loss, loss severity, and 
delinquency compared to 2001 and ^riier securitisitjons. 

Even though performance indicators suggest Improvement in the product, this business is simply too high profile for us not 
to be sure tiiat processes are in place to assure foere will be no repeat of the performance of tiiese earlier vintages.... tx>th 
in secsjrifeations and in the originations foey will hold for investment So I believe our current thinking on Long Beach toat 
we shared wifo you last week is prod^t 

Davitd has asked the CFO for forfow insight into these current dovmgrades and their prospective take cm ft.... I'll keep you 
posted on anytiing newsworthy. Rich. 


OFFICIAL FILE COPV 

otsanest 
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Washin^on Mutual 

WMBFA 


March 14. 2005 

Safety & Soundn^ Examination 
OTSMEMO 15 


DATE: June 3, 2005 

TO: Maf1< Hiiiis, SVP, Chief Credit Officer 

Wayne Pollack, SVP Home Loan Production 
FROM: Gail Croil and Ben Franklin, OTS Examiners 

SUBJECT: Single Family Residential Home Loan Review 

CC: Steve Rotella, President and COO 

Jim Vanasek, EVP. Chief Enterprise Risk Officer 
Melissa Martinez, SVP. Chief Compliance & Risk Management Officer 
Ken Kroemer, FDtC 
BACKGR^ND INFORMATION 


We assessed the Bank's undenvrfting by reviewing random samptes of 185 singie-^mily residential (SFR) loans 
originated In the fourth quarter of 2004, including samples of; (1) prime and low doc loans, (2) higher risk (i.e., loans 
with FiCO scoies below full and low doc loans, (3) Advantage ^ higher risk and prime loans, (4) coirespondent 
higher risk and prime full doc loans, (5) custom constoiction loans, and (6) residential lot loans. 

The Bank's und^rvwiiing has been criticized as less ^an satisfactory at prior examinations as well as in interna! reviews. 
To address these issues, management embarked on several Initiatives to Improve both underwriting and mrerall loan 
quality foHowng the 2004 examination. These initiatives included imf^ementing minimum credit standards, siir^iifying tite 
number and structure of loan origination platforms, and installing credit review teams in Loan Fulfillment Centers flFCs). 

To date, the success of the initiatives has been mixed. We found evidence that the minimum credit standards 
knplemented began to positiv^y impact loan quality (in terms of lower LTV ratios end higher FICO scores) in the third and 
fourth quarters of 2004. On the other hand, efforts to restructure the k>an origination platfonn were re-vamped during ffie 
review period, so only limited progress has been made in loan originatiOT ^atform simpllficaHon. Similarly, credit review 
teams (now restructured as rxedit quality teams (CQTs)) only rec^ly started performing the types of pre-funding reviews 
originally envisioned almost a year ago. Consequently, although we noted that portfolio risk in general appears to be 
decreasing In response to the initiatives that wem effectively implemented, we did not see much change in loan quality in 
our fourth quarter loan origination samples. Since these initiatives have had only limited success, our concerns with 
underwritir^ quality have chmged tittle since the 2C04 examination, and loan underwriting remarts less than satisfoctory. 

We continue to ha\« cortcems regarding the number of undenwriling exceptions and with issues that evidence lack of 
compliance with Bank policy. We acknowledge that some of the individual exceptions may not have altered the original 
underwriting dedsirxt; hov^v^. we believe that the deficiendes noted impact the overall credit quality of the portfolio. 
Our concerns are haghtened by the effect of risk layering attributes evident In the Bank’s portfolio. These attributes 
include subprime characteristics associated with higher risk loans, a predominance of Option ARM neg am loans, and 
signHic^t quantities of low doc and other limited documentation loan types. We understand that increases in loans with 
these characteristics are becwning an Industry-vride pherK»nenon and therefore are not unique to the Bank. Just the 
same, we are concerned that the uniqueness of these products and foe current environment makes it difficult to project 
how the portft^io vril! perform over varying rate and real estate cycles. Consequently, sound underwriting is critical. 

In addition to aedit-reiated underwriting concerns, we also noted exceptions or made observations related to: (1) Bank 
policy regarding title kisurance endorsements, (2) risk-based pricing, (3) hazard insurance requirements, and (4) private 
mortgage insurance requirements. Our specific ccmcems and recommer>d3tions are discussed in greater detail below. 
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Ertor! Reference source not foui^. Eiror! Koference scHirce not found. 


EXAM RNDiNGS DEFMITIONS 


Obs9fvaSon: 


Rtcomimndatlon: 


CrWcIsm: 


Ot^rv^ons are made m a cw«ultative rc4e. They may be preaented k> ^er verbally a- in w^g, but gen^ily 

(hM be indtided in the Report of BamiRation. Exammera rwely request s v^en respoiee during the examination. 
Observsttons mey (x may be reviewed during utseqiwit exsntinatiorts. 


A tecondav conoem feauitfea correcBve a^or^ . A f^ommendaebn can become a CrfliCisrn in future exammalkms ^uid risk 
e)qx»ure increase s^nificantty or other circumstancas warranL They may be inducted irt the R^>ort of Examin^on arx) mentoned 
m Eidl and Board Meetings. Examiners will request evuritien response from MsnagtRnent during the exarrrinabon. Management's 
achcxis to address Reconxrande^ns are reviewed at $ubsequ»il or fofiow-up ejdxdnatitms. 

A prttarv corBem retiuftlno cofrecdve action - Ch»;isms are onensummanzedm die 'Matt^ Requiring Board Attenbtm' or 
'Examination Conehsbn and Cwnments' section the Report of ExMninalion: wserant increased attanticm by Senior Management 
and the Board erf Oiiectm; and require a witlsn retime. They are subject to terma! foltow-i^ by examiners and, if left 
uncorrected. may result in slrcmger action. 



EXAM FINDING 1 

□ Observation 

□ Recommendation 

X Criticism 


Topic: Loan Und^writirtg 


Finding: We Identified numerous instances in which underwriters did not f^nply with Bank-established 
guidelines. 

Income Calcuiations: 

We noted a^roximateiy 41 exceptions (22.0 percent) related to calculation of bon'ower income. 
Sin(» borrower income direedy impacts repayment ability and overai! loan credit quality, we 
believe that the hoquency and types of income errors noted warrant additiMiai management 
attentiMi. 

We found that inccHne calculated by underwriters often could not be reconciled to file documentation. 
Underwriters were rrot always mindful of pay periods on payroll stubs, resulting in overstatbrg or 
understeting income. We noted irrstances where income was only partially verified or documentation used 
to »jpport income was not frcKn a source independent of the borrower. In other instances, income 
information on tire Loan Approval Summary (LAS) used for approval was not updated to reflect the most 
current information provided to verify income. 

Stated income loans presented unique challenges in assessing Ihe reasonableness of the income claimed 
by ^e borrower. Some files tacked sufficient documentation to support reasonableness, including 
instances where the borrower's stated income, profes^n, and personal assets were not consistent 

Rental Income: 


Rental income calculation errors were also noted with approximately 20 exceptions (11.0 percent) 
In our sample. Underwriters did not consistentiy calculate and verify rental income as required by 
the Bank's underwriting guidelines. We nr^ed instairces where properties did rrot appear to support the 
rental income reported and reported amounts were not supported by tax returns. Some errors resulted 
from uTKlerwriters double^xiunting rental-related debt when manual adjustments were made to system- 
calculated rental income, in other instances, und^writers did not docunr^t their calculatioirs so that rental 
income ctKdd be reconciled to file documentation. 

Debt Calcuiations: 

We noted 42 exceptions (23.0 percent) related to errors noted In debt-to-income (DTI) r^io 
calcuiations, which were obviously impacted by the income-related errors discussed above, in 
addition to income-related factors, DTI emors also resulted from ontission of debts, errors in 
housing expenses, and, the most comnxm, errors in taxes ar>d insurani^ amounts used. 
Underwriters swnetimes omitted taxes and insurance from calcuiations and often included amounts tiiat 
were not supported by docum^tatiwi in the fife. In addition, underwriters often did not docurr»ent the 
rationale for tireir calcuiations. 

Credit Correas: 

Our revfow disclosed instances where underwriters did not provide sufficient mitigating factcH's for 
credit-quality related issues. We noted instances where underwriters did not explain FICO scores below 
the policy minimum, dismissed low FiCOs without artequate justification, cited res«ves as compensating 
factors irt error (per policy), and failed to address DTI exrreptkxrs. There were approximately 42 (23.0 
pa-cent) of these t^s of exceptions. 
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EXAM FINDtMG 1 □ Observation □ Recommendation x CrittcNiiTi 


Action: Ensure that underwriters adhere to Bank pdic/ ar>d ftifiy document the metttodology used in determining 
income and d^t calailaUons. tn addition, ensure ^at sufflci^ processes and controls are in place to 
provide an independent review of underwriter's calculafions and adherence to Bank undervwtting 
guidelines. 

X Repeat Rncflng Management Resp^mse Requested X Yes □ No 

MAN^EMENT RESPONSE □ Agree □ Partially Aaree D Disagree EnterTargetPate: [ 3 

Mimagemmt RtspmsK incficate whether you a^ree. pvttally agree, or disagree, if you agrae. provide an antedated target date for imfriementaiiwi. 
Par&allyAgrw: Ttie r^ponse should clearly d^ne »iat portion of me fiitdfos « recommetxted action disagreed with as weti as me portion agreed to. 
DIsagnr The r^ponse shot^ clearty d^ne VWiY m^e is dtsagreemenl wtm tne flnang or recommertied action, and outtine any rratigating 
drormstsfoas v alternative course of action to be pursued. 

RESPONSE isucclnct re^wnse to finding / iwtion) 


CORRECTIVE ACTION (provide specific actlori steps planned, the assigned responsible managar, atrd target dates for each) 

1 . 

2 . 

3. 
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EXAM FINDING 2 □ Observation* x Recommendation* □ Criticism* 


Topic: TiUe instffance 

Finding: The Bank’s policy requires tide insurance of 110.0 percent of the original l(»n amount for certain 
loan fNroducts. Our review disclosed that some loans with negative wnortization |neg am) potential 
had tide insurance coverage only for the original loan amount In addition, other loans ttuit allow 
neg am up to 125.0 percent had coverage up to 110.0 percent of the original loan amount This 
practice appears to leave a portion of the Bank’s loans uncovered and potentially exposed to lc»s. 

Action: Management should ensure consistency between Bank policy requirements and actual practice tor 
obtaining title insurance all loan products. iHit partiOJlarty those with neg am potential 

□ Repeat FincSng Management Response Requested x Yes □ No 

MANAGEMENT RESPONSE D Agree □ Partially Agree □ Disagree Enter Target Date: [ ] 

Rnpcnst: Indicate whether you agree, partially agree, or dieagree. tt you agree, provide an antidpeted target date for implementation 
ParHsIfy Agne: The response ^uld dearty define drat portion of the firtdng or racommeivJad ecbon disagreed with es well as person agreed to. 

Disagrae: The response shcHild dearly define WIV there is disagreement wHh the findirtg or recommended action, and outline any irudgating 
circumstsK« or ahematnn course of action to be pursued. 

F^SPONSE (succinct responee to findlngTactlon) 


CORRECTtVE ACTION {provide specific action steps planned, the assigned responsible mananer, and target dates for each) 

1 . 

2 . 

3, 
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EXAM RNDING 3 □ Observation x Recommendation □ CriUcism 


Topic; Risk-Based Piidng 

Rnding; Some of the loans in our sample did not reflect risk-based pricing based on varying credit risk; 

corrsequentiy, the Bartk is not being adequately compensated for die additional risk associated 
with some it^ns. 

For example, a purchase loan witi^ an LTV of 80.0 percent can be priced the same for borrowers with a 
FICO of 560 or 760, d^pife the higher risk indicated by the lower FICO score. This concern was also 
evident vdien we analyzed the entire portfdio by FICO score ranges. Our portfolio analysis indicated Uiat 
loan margins did not reflect price di^rentlation between low to high FICO rar^s. We adcnowtedge that 
analysis based on loan margin alone does not take other pricing factors into aixount (e.g., buydowns, 
prepayment penalties), so some of the loans in the portWIo may be differentiated based on these other 
pricing Actors. 

Management indicated that recent initiatives incorporate a risk-based factor into loan pricing, which was 
not reflected in the loan sample. Based on discussions management, current initidhres may address 
our o^cems regarding pricing for credit risk. However, we are unable to opine on fliese initiatives at this 
examinatiwi. 

Action: Mar^agement should ensure that risk-based pricing initiatives are documented, conmunicated to lending 
staff, and eiqianded, as appir^riate. throughout the Bank. 

□ Repeat Finding Management Response Requested x Yes D No 

MANAGEMENT RESPONSE □ Agree □ Partially Agree □ Disagree Enter Target Date: [ J 

AiBnagemeRt fftaporm: Indicate whether you agne, partially agree, or disagtee. If you agiee. provide an anticipated target date for Impiementation. 
Parttaily Agna: The response ^ould dearly define that portion of the finding or recommended action disagreed with as well as the portion agreed to. 
DMagree: The respwise should dearly defirte there Is dtsagreentent with the fvKttrg or recommended action, and outline any mitigating 

drarmdartces oraaernetlve course of action to be pursued. 

F^SPOWSE (succinct r—ponso to finding / action) 


CORRECTive ACTION (provide specific action steps pianned, the as^cwd rwpontlbte manaor, and tarpet dates for each) 

1 . 

2 . 

3. 
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EXAM FINDING 4 □ Observation x Recommendaticm □ Criticism 


Topic: Hazard Insurance Requirement 

Finding: Them appears to be a conflict betM/een one of the Barb’s underwriting guidelines and Caiifomia 
Civil Code (CM! Code} Section 2955.5 regarding the amount of hazard insurance required for SFR 
loans. The Bank’s hazard insurance requirement for Caiifomia i$ 125.0 percent of replacement 
costs. This does not appear to be in compliance with foe Civil Code requirement mandating 
coverage of no more foan foe replacement cost of improvements. 

Action; Management should ensure consistency between bank underwriting girideiit^es and California Civil Code 
r«?uirements regarding foe amount of hazard insurance required for SFR loans. Management should 
address the steps to be taken to address the pot^al exposure to the Bank from less than adequate 
hazard ir^urance coverage. 

□ Repeat Finding Management Response Requested X □ No 

MANAGEMENT RESPONSE □ Agree □ Partiaity Agree □ Disagree Enter Target Date: [ } 

Menapemanf flBspwise; indicate whsther you agree, panialty agree, or disagree, tfyou agree, provide an anticipated targ^ date for implementatiCH;. 
PtrtiaHy Agree; The response should deaily define that portion of tite finding w recomrranded actiott disagreed with as well as the portion agreed to. 
Orsagree: 'HierespOftse^cKridcieady define WHY there is dtsagreemarM with the finding or recommenOed action, and outline any mitigating 
clroimstances or alternative course ol active to be pursued. 

RESPONSE (succinct response to finding / action) 


CORRECTIVE ACTION (provide specific action steps planned, the asslprwd responetble manager, and target date* for each) 

1 , 

2 , 

3, 
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EXAM FINDING 5 □ Observation x ReccwnmendaCon □ Criticism 


Topic: Private Mortage insurance (PMI) 

Finding: Our loan review disclosed inconsistency between Bank policy and actual practice regaining how 
much PMI coverage is required for loans with neg »n potential. We were inf<»Tned that the 
standard PMI policy covers any risk associated widi increases in loan balance due to negative 
amcxiization: hotraver, some of the loan files appeared to have explicit PMI coverage for loans foat 
rwgativ^y amortize up to 110.0 percerrt of the original loan balance. 

Action: Management should ensure consistency wilh Bank underwriting guidelines pertaining to PM! coverage for 
SFR loans. Clarify the Bank's policy regarding the level of PMI coverage required for loans neg am 
potential. 

□ Repeat Finding Management Response Requested x 'fas □ No 

MANAGEMENT RESPONSE □ Agree □ Partially Agree □ Disagree Enter Target Date: [ ] 

Managemenr Response; indicate whe^er you agree, parteily agree, or disagree. If you agree, provide an enHeipated target date for implementatton. 
ParOtlly Agnt: The response tftouid dearly defirre that portton of the firxiirtg or recotnrnefldad Ktion disagreed wHh as well as the portirsi agreed to. 
Dtssgne: The response should dearly d^ne WHY there is disagreemerrt the finding or recomtnertded achoit. and ouUirte any mHigatir^ 

drcumstsnces or aKonaive course of adlon to be punued. 

F^PQNSE isuccinct response to findinfl f action) 


CORRECTIVE ACTION (pfovids specific action steps planrred, the assigned responsible manager, and target dates for each) 

1 , 

2 

3. 
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J Washington Mutual 
WMBFA 
March 14. 2005 

Safety & Soundness Examination 
0TSMEM016 


DATE: June 3. 2005 

TO: Wayne Pdlack, SVP, Home Loan Productton 

Mark Hiliis, SVP, Chief Credit Officer 
Melissa Martinez, Chief Compliance & Risk Oversight Officer 
FROM: William Durtiin, OTS Examiner 


SUBJECT: Loan Origination Quality 

CC; Steve Rotella, President & COO 

James Vanasek, Chief Enterprise Risk Officer 


Ken Kroemer, FDIC 


BACKGROUND iNFORMATtON 


The intent of OTS Memo No. 5 at the 2(K>4 examination was to address continijing high levels of errors in the loan 
origination process. While our ci^reit review disclosed some progress in impiwnenling various loan quality improvement 
initiatives, these efforts, to date, have not yet achieved significant reduction in loan origination error rates, in addition, 
management cannot yet suffkaerrtty documwit error rate levels or trends. For this reason, we recommend re-opening and 
expanding issues 1 {quantifying loan quality goals) and 3 {incentive compensation) from OTS Memo No. 5. 


euM findings OEFiNmdNS " 

Obsatvaeon: A wtafcfieBS identified that t8 not of feauiateav eoncero. but wt«ch B)»_imt>fove the banic't opefatino effBCtliwnww If addressed 

OOservadons arc meda In a comuttative ro4«. Tliey may be presented to manaoentent either vert»»y or in writing, but wHi generally 
net be mduded in the Report of Examifiation. Exarrurwa wiU rarefy rariueet a wrtttet^ rasponae durng the examlnalion. 

ObservaOoru may or may not be revleweo during subsaquarti examiralions, 

RacomiMuxialion: A secondOT eoneem reoulfVio corfeebve actton . A Recom/nentfatton can become a Ciflidsm In future examinations shouict risk 

exposure increase signlteantiy or other circumstances warrant They may be included in the Report of Examination and mentioned 
in £idt artd Board Meetings, ^miners wfi request a written ret^tonsa from Management duhng the examinabon. Managemenrs 
actons to address Recomowrxfafions are reviewed at subsequent or toBow-up examlnetlons. 

C/Atetem; A prtmarv conoetnjeQuirtng corrective action . Oft/cfsms are often wmmerized kt the ’Matters Requiring Board Attention’ or 

•Exafrdnafion Conduaion and Comments’ seebori of the of Exarronation; warrsnl increased sttenbon by Ser>tor Management 
and the Board of Directors; and require a written response. They are subje^ » formal toilow-up by examiners and, if left 
uncoireaed, may result in stronger action. 


FINAL: 0&23/2005 10:24 AM 
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OTS MEMO 16 


EXAM FINDING 1 □ Observation H Recommendation □ Crittcism 


Topic: Consumer Groifl) Goals 

Finding: Our Exam Finding 1 in 2004 OTS Memo No. 5 stated the Cwtsumer Group’s overall goals do not e)q3ressly 
state a goat respeci to the deared quaitty of loan ori^nations/acquisiftons. We believe Uiat this issue 
is of suffident mateil^tty, comi^exity, and duration that it should be dearly stated as a goal with quantified 
expec^flons of thc^e involved in the ori^naticxi process. 

We bei^e diis tssi« should be revidted and the goals expanded. Understandably, management 
responded to our concern during the prior examination by implementing a goal that attempts to measure 
loan on a macno basis (noi performing loans dtould not exceed 1 percent of total bans). 

However, tfte single, 1 percent goal for the Consumer Group does not provide sufficient guidance 
to the loan origination furtction regarding what is expected In terms of utKlerwriting quality as 
measured by areas such as: (1) compliance with loan underwriting standards. (2) adherence wiOi 
regulatory comr^iance matters. (3) maintaining data quality, and (4) ensuring adequate loan 
documentabon. We continue to believe tiiat specific measurable goals in these areas should be 
defined, communicated to staff, and incorpmted into the oversight of tiie loan origination 
function. Compliance with goals should be included in reports to senior management to better 
document the success In improving loan origination quality. 

Action: Specific measurable goals in th^ areas should be defined, communicated to staff, and incorporated into 
the oversight of tiie loan origination fonction. Compliance with goals should be included in reports to 
swiw management to better document the success in improving loan origination quality 

□ Repeat Finding Management Response Requested S Yes O No 

MANAGEMENT RESPONSE 0 Agree □ Partially Agree □ Disagree Enter Target Date: {8/31/05] 

Menaffemenr Response: Indi^tewnedieryou agree, partially agree , or disagree K you agree, provide an artlidpated target dais for imptementatiorv. 
fivVally Ayte: The respcxtse ^ouid Oearly deline that portion ot the finding or recommended action disagreed with as well as the poition agreed to. 
Disagne: The response shoild dearty define IMfY there is disagreement vriSi ttie finding or recommended action, and ouSine any mitigatng 
drcimstances or attemaihre course of action to be pursued. 

RESPONSE (subnet reeponse to findoBfecCon) 

Management agrees wito the ftoding. As stated in Managements response to Finding 2. Production Operations, Credit 
Risk Management, and Corporate Risk Oversight & Compfiance collabtxated with HR-Rewards and successfully 
redeveloped a more rcbust incentive compensation plan for the LFC and underwriting staff to better promote desired 
b^atrtcws. This new plan incorporates results from Independent loan file revievrs of Consumer Risk Oversight (CRO), the 
Credit Quality Teams (CQTs), and will also include results of future file reviews performed by the Production Operations 
Quality Review Teams. These comprehensive reviews test and measure b(Hh the Loan Fulfillment Center and the 
individual employee’s performance in terms of overall loan origination quality. 

Please see Management's Response and Corrective Actions to Finding 2 for additional details on the overall Remediation 
Plan. 

CORRECT!^ ACTION (provide specific action steps planned, the assigned responstole manager, arrd target dates for each) 

t . issue appropriate legal disclosures to all impacted LFC staff desf^bing the changes in the new incentive 
ccxnpensation prian. Responsible Manager: Wayne Pollack, Target Date: 7/31/05 

2. Consumer Risk Oversight (CRO) to issue monthly reports beginning in July 2005 reflecting the Event Code 
respKrnsibiltty assignments and associated credit, compdiarrce, and process quality grades for each LFC. 

Responsible Mamager: Lorri Evans, Target Date: 7/31/05 

3. Cr«jil Risk Man^emenfs Credit Quality Teams (CQTs) to issue bi-monthly reports beginning in August 2005 
reflecting the revised credit quality incentive metrics for all wxtewriting staff. Responsible Manager: Diane 
Ludlow, Target Date: S/31/05 
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OTSMEMO 16 


EXAM FINDING 2 □ Observation* □ Recommendation* 3 Criticism* 


Topic; incenfive Cwnpensatiwi in Loan Fulfiltmwtt Centws 0-FCs) 

Finding: The redesigned incentive c<»npensaQ<Mi program for LFCs stiil does not satishictoriiy reward 
excellence in loan origination quality. 

Findng 3 in the 2004 OTS Memo No. 5 was closed because an improved design for the incentive 
compensaticxi pi^ram was de\^d. However, the program was not implemented as designed. The only 
measure of quality used was based on HMDA emv rates. This was used in the firot quarter of 2(X)5, the 
initial period for the new program. The ofoer three measures contemplated in the program, unsaleable 
percentage, CRT (now CQT) reviews, and exception rates, had not yet been used. 

Measures used to oversee the LFCs (Issue 04*88-0106), the incentive compensation program measures, 
and tiie Consumer Group quality goals (see FirK^ng 1) should be consistent with each other. Also, all 
measures that may be used to measure and revwjrd quality in loan cxigination shodd be recorded and 
distributed on a regular basis. 

This issue should not be dosed until the incentive compet^ation program is folly functional. 

Action: Ensure the incentive comp«isalion program for the LFCs addresses loan ordination quality. 

& Repeat Finding Management Response Requested B Yes □ No 

MANAGEMENT RESPONSE H Agree □ Partially Agree □ Disagree Enter Target Date: [9/30/Q5] 

Manaeefnwir Response; indicate whettw you agree, partiaHy agree, or disagree, ir you agree, prwldean anticipated target date for imptementation. 
Partly Agiw The respwise shoutd clearly define diet portion of the fining or recommended action disagreed with as well as the portion agreed to. 
O/ngree: The response should dsarfy define ViMY there is disagreemeni with the finding or recommended ac»on. and outline any mifigaimg 
ctra»nstances w altemaRve course of action to be pursued. 

RESPONSE (succinct resportse to finding / artmi) 

Management agrees with finding. Production Operations, Credit Risk Management, and Corporate Risk Oversight & 
Compliance colaboratively woilced with HR-Rewards and successfully redeveloped a more robust Incentive 
compensation (tian fo' foe LFC and underwriting staff to better promote desired behaviors. This new plan incorporates 
results from independent loan file reviews of Consumer Risk Oversight (CRO), the Credit Quality Teams (CQTs), and wiU 
also indude results of foture file revievrs of Production OperatitMts Quality Review Teams. These comprehensive reviews 
test and measure b(^ the Fulfillment Center and foe incfividual employee's performance in terms of overall loan 
origination quality. 

Numerous aspects of each sampled loan are reviewed for compliance wifo loan underwriting standards, adherence with 
regulatory compliance, adequacy loan documentation, and various other loan level characteristics. LFC and underwriting 
staff Mil earn a payout for each incentive component (Quality. Productivity. Customer Service, etc.) only if minimum 
acWevemenl foresholds are met wnthin each measurement. The first incertiive compensation payouts under the newly 
redeveloped plan will be based on CRO review data of July 2005 funded loans, and CQT and Production Operations 
Quality Review Team review data of August 2005 funded loans. 

CORRECTIVE ACTION (provide specific actionsteps planned, the assigned rwponsibte manager, and target dates for each) 

1- Credit Quality Teams (CQTs) begin reporting and communicating results of loan file reviews bimonthly, Reporting is 
designed to be dynamic and available on demand to foe Production Undervwiting team. Reporting and 
communicatimr will be disbibuted bimonthly. Responsible Manager Diane Ludlow, Target Date: 8/31/05 

2. CQTs wll deliver ccmimimication and reports of final results/findfogs (or August 2005 loan file reviews to Production 
Underwritir^ and HR-Rewards^inance incentive Teams. (Irrc^Ttive Payout wBI be subsec|uently delivered to 
underwriting employees on 9/30/05). Responsible Manager Diane Ludlow, Target Date; 8/31/OS 

3. Con»jmer Risk Oversight (CRO) wfli issue reports In September 2005 to Producticm Operations and HR- 
Rewrards^inance Incentive Teams reflecting foe approved Event Code responsibility assignments on bans that 
fonded in May, June, and July 2005 Oncentive Payout will be subsequently delivered to LFC management 
employees 1CV31/05). Resfronsible Manager; Lorri Evans, Target Dale: 9/30/05 

4. Validate CQT and CRO loan file reviews were used in staff Incentive Compensation Plan arrd fully incorporated 
within the ^pHcabte staff Incentive Payouts. Responsible Manager Wayne PcMIack, Target Date: 9/30/05 
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TO: Darrel Dochow June 3, 2005 

FROM: Rich Kuczek 

SUBJECT: Long Beach Mortgage Corporation (LBMC) Review 

At the start of this examination, it was our intent to perform a review of the operation of 
LBMC with the expectation that WMl or the bank would be requesting aRtroval to move 
LBMC as an operating subsidiary of the bank. Such a move would obviously place the 
heightened risks of a subprime lending operation directly within the regulated institution 
structure. Because of the high profile nature of the business of LBMC and its problematic 
history, we believe that any and all concerns regarding the subprime operation need to be 
fully addressed prior to any move. 

Based on the above attitude, at this point in our examination, our review of LBMC has 
resulted in findings which require resolution prior to our feeling confident that ^proval 
of a move is warranted. 

Findings from the fair lending review were the first to question whether a move was 
warranted at this time. Essentially, an internal June 2004 corporate fair lending report of 
LBMC resulted in unexplained underwriting and pricing disparities which had yet to be 
resolved. Even though our general sense was that these disparities were explainable, the 
lack of action coupled with the increased scrutiny of enhanced HMDA public disclosmes, 
substantially raised our level of concern. The June report is currently being analyzed and 
we should have results shortly; however, because of our raised concern, we have asked 
for additional analyses to be completed which will probably have target dates of July or 
August. What is somewhat unfair to LBMC is that the inaction was not on their part. 
When told of the need for manual file review, LBMC staff has acted promptly. However, 
because LBMC was the focus of the report and a move under the bank would place them 
in a position of more immediate corporate oversight, we believe these issues need 
satisfactory resolution prior to approving a move. 

The second significant finding was the results of our loan underwriting review. Of our 
random sample of 72 loans, 34 percent had at least one credit related exception, most 
dealing with income determination and resulting ratio analyses. Although the errors are 
not deemed critical because of the wide acceptable range of subprime borrower income 
ratios, they are telling of a concern for underwriting accuracy and for determining the 
true risk characteristic of the loan. Our findings were supported by a May 2005 draft 
report by corporate Consumer Risk Oversight (CRO)which indicated a substantial 
number of underwriting exceptions in a review of loans funded in December 2004 and 
January and February 2005. These exceptions give rise to a concern whether the 
underwriting process has been fully developed. It also gives rise to a concern as to 
whether quality controls are sufficient and effective. 

The CRO function is a post closing review which is still being built for Long Beach in 
the Stockton, California fecility. The December review was performed with the 
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assistance of other CRO personnel. Although it seems that the file reviews are complete 
and valuable, it is obvious that the results are very delinquent Each of the months of the 
review had a sample population target of 200 loans. The loans actually reviewed for the 
months of December, January, and February were 142,.23, and 33 respectively. We 
believe that this important function should be complete and in place prior to moving a 
high risk lending operation under the bank. 

Additionally, the bank has effectively instituted a pre-funding quality review though its 
Credit Policy department. Credit Quality Teams (CQTs) have been placed in every prime 
production loan fiilfillment center (LFC) and are sampling production of every 
underwriter and providing immediate feedback. However, this function has not been 
implemented in the Long Beach LFCs. The senior credit officer for credit 
policy/subprime has notified us that she has discussed implementing this function with 
LBMC management and a process similar to the bank’s will be created. We believe this 
function coupled with increased training and the post closing review will assure 
underwriting quality. 

When advised of our underwriting exceptions and concerns, LBMC management was 
prompt to implement corrective actions in additional instruction on credit policy 
interpretation regarding income and the creation of job aids for appropriate income 
determination. As laudable as that is, corporate oversight is not in place to evidence any 
improvement. Further, we must decide whether we want to see any improvement in our 
own follow-up file review. 

All of these findings are made more significant when considered in light of a substantial 
forecasted increase in originations and the intent to build a held for investment portfolio 
at LBMC. This portfolio has already been built to $2.6 billion at March 31, 2005. 

Notwithstanding these findings, it is important to note that LBMC management has 
worked diligently to improve its operation and correct significant deficiencies that have 
been observed and reported in prior years. Security performance trends show definitive 
improvement and repurchase activity due to contractual reps and warranties violations 
has been reduced to minimal levels. Both have been troublesome issues for LBMC in the 
past and, as you know, they are still plagued by continued downgrades of older vintages. 
Management personnel has been substantially upgraded and there is definitely a new 
attitude and culture within the entity of optimal operating performance. 

Management has been very responsive to our findings. Although acknowledging the 
exceptions and the incomplete corporate oversight, they believe they have alternative 
controls in place. From our assessment of these controls, we believe they are focused 
reviews and do not include the quality assurance that is needed. Also, if they were 
effective, we would not have found the exceptions we did. Nonetheless, we are 
continuing to understand these processes and have discussions with management. 

At this point, we believe there are issues that need to be addressed. The fair lending and 
CRO issues can be resolved in the next few months and we are waiting for a tentative 
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implementation schedule for the CQT function. The loiter time requirement would be 
the validation that these processes are in place and are working. Our thinking at this time 
is that because of the nature of this entity, we need to be clear there are no pending issues 
if and when approval is given to move it under the bank. And fliat would mean fall 
validation of corrective procedures. Approval based on processes being put in place runs 
the risk of more serious issues in the event of noncompliance. 
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Campbell, Veiiin D 

From: Ancely, Zaika A 

Sent: Wechiesday, June 08, 2005 9:57 AM 

To: Kuczek, Richard A 

Cc: Campbell, Veriin D 

Subject: FW; S-S 2 re^onse 


Sensitivity: Private 


Rich. 

I agree with Veiiin regarding the dates txjt we mil none^eiess accspt ^e response since ^ey wi! immediateiy review 
and evaluate the situation. 

Zaika 

— Originai Message — 

From: Campb^, D 

Sent: Wednesday, June OS, 2CKS 9:52 AM 

To: Amsty, Zaflca A 

SubJecU R£: S-S 2 response 

S«MiiUvfty: Private 

Z, 

The response looks good. They agree to take alt action required to correct the problem. The Target Ccvnpletion Dates 
are not real timely but fine for WAMU. Devon is filing it in our workpapers. 

V 

Veriin Campbell 
Office of TTifift Supervision 
West Region 

Notice: The infonnation contained in this message is privileged, confidential and protected from disclosure. If you 
rer^ived this message by mistake please notify me immediately and than delete it from your computer. 


— -OrtglfBi Message — 

Fmra: Ancety, Zala A 

Sent: WeCnescSay, June 08, 2005 9:32 AM 

To: CampbeH, Verfin D 

Sutdect: PW: S-S 2 response 

S e nahh fity; Private 

What do you think about the response? 


— -Origfeal Message- — 

FnHn; lOioek lUchard A 

Sent! Wecine^y, June 08, 20(S 8:46 AM 

To: Ancely, Zaika A 

Sutdecb S-S 2 le^xmse 

Seneitwity: Private 

Here is the response to S-S 2.... please distribute and let me know if we accept. Thanks. 
« File; OTS Memo 2 - Interna! Control Deposit Accts (Final).doc » 


Permanent Subcommittee on Investigations ! 
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Dochow, Darrei W 


From: 

Sent: 

To: 

Cc: 

Subject: 


Carter, Lawi^nce D 

Monday, November 21, 2005 10:02 PM 
Franklin, Benjamin D 
Croil, Gai! A; Dochow, Darrel W 
RE: Meeting 


Sensitivity: Private 



tfo.tO 


Unfortunately, our sampling standards are 10 years old and we have no standards of acceptance really. It depends on our 
own comfort levels, which differ. Darrel vnll ha\« the ultimate say, obviously. However, to give you pempec&ve, existing 
lAR sampling standards (the most conservative of our sampling standards) allow for 1 exception in 46 loans, 2 exceptions 
in 61 loans and 3 exceptions in 76 loans and we can still accept the classifications. This translates to a SM1PLE error rate 
of between 2.1 and 3.9%. It translates to us being 95% sure that the population exception rate is no more man 10%. 
Extrapolating these error rates to a 224-loan sample I am sure has some mathematical issues, which i am no expert in, 
but a linear extrapolation would mean could have up to 8.8 exceptions in mat 224 loan sample and still meet our 
standards. 

Our current homogeneous loan guidance allows for 1 exception in 25 loans, 2 exceptions in 34 loans, and 3 exceptions in 
43 loans. These translate to SAMPLE error rates of between 4 and 7%. It translates to us being 90% sure mat the 
population exception rate is no more than 15%. Moreover, our guidance requires that an exception be SIGNIFICANT, 
which means regardless of whether it violated me institution's policy or not, it was just not prudentiy underwritten, which we 
have over time interpreted as loans mat should not have been made, ^ain, if you \wiate all kinds of statistics I am sure 
and linearly extrapolate these more liberal standards, which would probably only be accepted for prime conforming loans, 
you could have 15.6 exceptions in me 224 loan sample and still accept me results. 

While we may (and have) questioned the reasonableness of mese standards, mey are all we have at mis time, if our 
tolerance for some reason is now a tot lower man our handbook standards, it would be nice to have mis clarified. I have 
alwa^ used these standards as rough benchmarks and not absolutes myself, upping my expectations for higher risk 
portfdios. Obviously, we ^ould have higher expectations than me homogeneous loan standards for a subprime portfolio. 

I v^uid lean towards me more stiingent lAR/nonhomogeneous asset classification standards. It would be nice if mey 
could meet even higher expectations, but that would require us to agree on what that standard should be. 

In any case, I think the above standards are useful for perspective and mey are the ones that I have always used to keep 
my own perspective. So, if all mediums are really highs, then 20% sample error is way too high to be acceptable. On the 
other hand, your 2.0% exception rate for "highs" (counting the mediums you mink should be highs) meets our most 
egregious stondard (1 exception in 46 loans for iAR, 2.2%) and is well below our most liberal standard of 3 exceptions in 
43 loans (7%). 

This Is why, from my perspective, me 9 DTI errors In 224 loans are not alarming on me surface. First, they are errors in 
one aspect of me loan underwriting, so we still don't know if me loans memsetves are "exceptions." Second, we do not 
know how significant the 9 individual errors are. If all 9 errors are significant and result in loans mat are considered 
"exceptions,” men I would be on me fence because we would be just outside me bounds of our tougher 
lAR/nonhomogeneous sample classification standards (95% confidence population deviation not more man 10%). 

i am very tired, so this probably reads (ike diatribe, but i wanted to make clear my frame of reference ^ile we are in the 
heat of discussion. We can talk more tomorrow when i drop by. Bottom line, though, is these are all just numbers. There 
are lots of more subjective pros and cons to L6MC movrir^ under me bank. We will need to lay It all out, discuss it, and 
make a recommendation to Darrel. 


— Original Message — 

From: Rankin, Benjanin D 

Sent: Monday, November 21, 2005 2:42 PM 

To: Carter, LawreruB D 

Cc; Croil, GaiiA 

Subject: RE: Meeting 

SensRi\rity: Private 

Lawrence, 

The gist of out CRO meeting is as follows; 


OTS/'WEST 


1 Permanent SubcommlHce on Investigations ! 

EXHIBIT #30 
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They indicated that they do not have specific standards for total sample errors such as the 9 errors, or 4.0 
percent, related to DTI; rather, their ^ceptance standards are based on the percentage of "High" or 
"Medium" errors in the sample as follows; 

High: > 2.5 percent errors results in a criticism 

Medium: >5.0 percent < 20.0 percent results in a recommaidation; > 20.0 percent results in a criticism 

Apparently these standards are based on internal analysis (not GSEs or any specific secondary market 
standanis) that takes into account LBMC’s saleability/securitization issues (including legal input) as well as 
credit and reps and warranties concerns. (We asked for documentation that better explains their standards 
and how they were determined). 

We acknowledged that per CRO’s review, LBMC’s post funding review, and even our file review, to date, 
that underwriting improvement has been made, but we're still determining how we will categorize the level 
of improvement. Our biggest concern with CRO’s findings is that there are still some exceptions they 
categorize as medium that we would categorize as high (We believe that there are at least 4 high exceptions 
in their results (they indicate 1) where the loans should not have been m^e (this would result in a 2.0 
percent error rate versus their 2.5 percent standard) and other questionable ones where employment 
verification was not performed as required). 

We will need additional discussion of acceptable error rates and how we view their standard. Based on their 
2005 originations (annualized) approximating $24.0 billion, a 2.5 percent high error rate would mean that 
approximate $600.0 million could be originated and be within acceptable guidelines. A 20.0 percent 
medium error rate means that $4.8 billion of loans with these types of errors could be originated witlujut a 
criticism. The latter seem esf^cially high when you consider foat their medium criteria includes loans that 
we don’t think should be made. 


— -Oilgind Messrs — 

Fnmi: Cah^, Lawrence D 
Sent: Monday, November 21, 2005 10:18 AM 

To; RanWin, Benj»rtn D; Croil, Gait A 
Object: Meeting 
Sensttivfty: Private 

Darre! feels tiat 9 DT! errors in 224 loans is sfatisticaliy significant ! have suggested to him it depends on the 
nature of the errors and the statistic^ thresholds set Can we find out during the meeting today how the exception 
rates compare to Oteir own statisttcaily-based standards of acceptance. I believe ^eir sampling and standards are 
based on the FHLMC/FNMA param^ers, which is 95% ccxifidence, 2% precision, but this may not address 
whether errors are serious or not. We should try to get some sense of this to explain to Darrel. Maybe CRO can 
write up a quick summary. 


2 
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Office of Thrift Supervision 

Department of the Treasury 

101 Stewart street. Suite iOlO, Seattle, WA9SI01-2419 
Telephone: (206) 829-2600 • Fax: (206) 829-2620 


EXHIBIT 1 


West Region 
Seattle Area Office 


December 21, 2005 


MEMORANDUM FOR: Darrel Dochow, Deputy Regional Director 

FROM: Lawrence Carter, Examiner 

Ben Franklin, Examiner 
Mariana Rexroth, Compliance Specialist 

SUBJECT: Long Beach Mortgage Corporation (LBMC) 

Washington Mutual Bank (WMB) (Docket No. 08551) filed an application on December 12, 

2005, to acquire holding company affiliate. Long Beach Mortgage Company (LBMC), a single- 
family subprime mortgage lender. We have prepared this memo to facilitate the review of that 
application. 

Background 

LBMC was acquired by Washington Mutual, Inc. (WMI) (Docket No. H2352) in 1999 as a 
vehicle for WMI to access the subprime loan market. LBMC’s core business is the origination 
of subprime mortgage loans through a nationwide nrtwork of mortgage brokers. Most loans are 
pooled and sold as mortgage-backed securities. Beginning in 2005, management started to retain 
a portion of the originations to build an investment portfolio which, at September 30, 2005, 
totaled $5.2 billion. 

At September 30, 2005, LBMC reported $1.2 billion in capital against total assets of $14.0 
billion, for a capital-to-assets ratio of 8.5 percent. In terms of income, LBMC reported net 
income of S 1 0 1 . 1 million for 2004 representing a return on average assets of 2.0 percent and a 
return on equity of 9.6 percent. Year-to-date September 2005, net income was $97.7 million, for 
a return on assets of 1.2 percent and return on equity of 11.4 percent. Loan originations have 
increased substantially from $15.9 billion for the full year 2004 to $22.5 billion tor the 9 months 
ended September 30, 2005. Management expects earnings to increase due to increased loan 

OFFiCIAL .RLE COPY 
C TS/W^pt 

I Permanent Suh rommiltee lui Invcxlipafinnsl 

EXHIBIT #31 I 
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volumes, greater operating efficiencies, and improved asset quality. Also, the new held-for- 
investoiCTit (HFI) portfolio should augment and stabilize earning, compared to prior years. 

LBMC’s early operations as a subsidiary of WMI were characterized by a number of 
weaknesses, particularly when the subprime operation was managed as a unit within the prime 
lending group. This integration led to operational problems, which arose from not fully 
recognizing the specialized nature of a subprime lending operation and an insufficient depih and 
breadth of management. Problems included loan servicing weaknesses, documentation 
exceptions, hi^ delinquencies, and concerns regarding compliance with securitization-related 
representations and warranties. In 2003, adverse internal reviews of LBMC operations led to a 
decision to temporarily cease securitization activity. WMI’s Legal Departmoit then led a 
special review of all loans in LBMC’s pipeline and held-for-sale warehouse in order to ensure 
file documentation adequately supported securitization representations and warranties and that 
WMI was not exposed to a potsitially significant contingent liability. Securitization activity was 
reinstated in early 2004 after the Legal Department concluded there was not a significant liability 
issue. The review did result, however, in some minor changes to LBMC’s standard 
representations and warranties. 

Since that time, significant attention and resources have been devoted to upgrading LBMC 
operations, including restructuring and strengthening management. The restructuring included 
moving LBMC out of the prime lending group and managing it independently within WMl’s 
Commercial Group. At the time of our March 14, 2005, examination, WMI believed that LBMC 
had reached a point where it should be moved under WMB. This move had long been 
contemplated and desired because of the advantages and synergies that could be obtained, 
including lower funding costs and administrative expenses, and the reduced burden of individual 
state regulation. We completed a comprehensive review of LBMC during the examination with 
this move in mind. 

Our examination detennined that substantial improvement had been made in LBMC operations. 
However, we concluded certain underwriting and fair lending program weaknesses needed to be 
addressed before we could advise management that we would entertain an application by WMB 
to acquire LBMC. We assessed management’s progress in addressing these weaknesses during 
an October 3, 2005, field visit and concluded sufficient progress was made for us to entertain the 
application. Additional detail on the two areas of weakness and the results of our field visit are 
provided later in this memorandum. 

Our review of market risk management practices, especially residual valuation and mortgage 
servicing rights (MSR) valuation, during the March 14, 2005, examination disclosed acceptable 


OTSWMS06-007 0001010 


VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00335 Fmt6601 Sfmt 6601 


P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


322 


-3- 

processes. We also were satisfied that securitization practices and controls were consistent with 
the Interagency Guidance on Asset Securitization Activities (IGASA), dated December 13, 1999. 
We found that, since the prior examination, additional resources had been employed to validate 
the residual valuation model and changes to the model, and to ensure appropriate reporting. We 
found the valuations reasonable, and we were satisfied with the use of market-supported 
assumptions and improvements in the modeling discipline. 

During the October 3, 2005, field visit, we performed a limited updated review of the residuals, 
which increased fiom $28.1 million at December 31, 2004, to $1 14.3 million at September 30, 
2005, partially due to writeups. We did not find the valuations unreasonable, nor did we note 
any changes in processes warranting concern. 

MSR at September 30, 2005, was reported at $168.9 million. Internal values have been in line 
with independent third party value conclusions and, as mentioned above, we have been satisfied 
with valuation processes. 

Prior to 2005, LBMC’s business model was to package and sell all of the loans originated and 
retain servicing on most of the loans sold. Effective in the first quarter of 2005, LBMC initiated 
a HFl portfolio, which grew to $5.2 billion at September 30, 2005. This portfolio was 
established as an alternative to WMB’s Specialty Mortgage Finance (SMF) program of 
purchasing subprime loans for portfolio, primarily from Ameriquest. A principal quality control 
feature of the LBMC HFl portfolio was that the loans were intended to be similar to those 
purchased through the SMF program. 

Since we were satisfied with management of the SMF program and loan quality, we believed a 
LBMC HFl portfolio of similar quality would be an acceptable risk. Our examination and field 
visit concluded, however, that the LBMC HFl portfolio had attributes that could result in higher 
risk than the SMF portfolio. For instance, the LBMC HF! portfolio has a much higher level of 
stated income loans. Therefore, as discussed later in this memorandum, we advised management 
that WMB’s concentration limits on high-risk activities would need to consider this risk if 
LBMC were brought under WMB. 

Improvements in LBMC operations are reflected in the performance trend of LBMC’s servicing 
portfolio over the past five years. Delinquency peaked at 14.6 percent in December 2001, and 
has steadily declined fi-om that point. Delinquency levels were approximately 12.2, 9.6, and 6.7 
percent at yearends 2002, 2003, and 2004, and 5.8 percent at September 30, 2005. Foteclosures 
have shown a similar trend, peaking at 7.8 percent in January 2001, and declining to 
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approximately 3.2, 3.1, and 2.1 percent for the same yearend periods, and to 1.6 percent at 
September 30, 2005. 

Underwriting Issues 

LBMC underwriting practices have evolved to include, but are not limited to, credit and ability- 
to-pay assessment, collateral review, fraud screening, and borrower refinance history review. 
Tighter underwriting controls are also reflected in higher weighted average FICO scores. For the 
first quarter of 2000, the weighted average FICO score for the servicing portfolio was 543. For 
the third quarter of 2004, the same average was 639. The weighted average FICO seems to have 
stabilized at this level, as the weighted average FICO for year-to-date September 30, 2005, loan 
production was 638. 

Notwithstanding these improvements, our loan file review during the March 14, 2005, 
examination disclosed underwriting deficiencies that required management’s attention. We 
presented our findings to management in OTS Safety and Soundness Memo 13 (OTS Memo 13). 
Most of the deficiencies related to debt-to-income (DTI) ratio calculations, such as the inclusion 
of income or exclusion of debt without adequate support and explanation. Other deficiencies 
included lack of explanation regarding reasonableness of income on loans without full 
documentation (primarily stated income loans) and lack of explanation of a borrower’s ability to 
handle an initial payment shock on the new LBMC loan. 

Management responded promptly to our examination findings and agreed to implement 
corrective measures in the form of various underwriter job aids and additional training. Tlieir 
formal response to our findings memorandum referenced these corrective actions, as well as 
described additional controls that were to be put in place. Also positive was that the WMl 
Consumer Risk Oversight (CRO) independent loan review function was going to catch up on its 
reviews of LBMC production and then stay current. We had criticized CRO for falling behind in 
its reviews of LBMC loan production during the examination. 

During the October 3, 2005, field visit, we assessed LBMC progress in correcting the 
deficiencies cited in OTS Memo 13. We found that management had invested significant time 
and effort in developing job aids, conducting training, upgrading loan file documentation, and 
enhancing quality a.ssurance and tracking and monitoring processes in order to address our 
concerns. We also noted that CRO had caught up on its review of LBMC loan production. 

During the visit, we reviewed 70 LBMC loans originated in August, September and October 
2005. We also reviewed the results of the independent reviews performed by CRO. Our review 
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discloscd that management had made good progxss in addressing the DTI errors, but less 
progress in supporting the reasonableness of income in stated income loans, which comprise 
about 50 percent of LBMC’s business. Furthermore, our review disclosed that underwriting 
error rates overall remain relatively high. Finally, we encounto’ed two loans that were 
questionable as to whether they should have been made at all, which causes us to still have some 
concern with LBMC underwriting practices. We provided management the results of our 
findings in an update to OTS Memo 13, issued on December 16, 2005. Notwithstanding our 
ongoing concerns, we concluded that management had made good strides in addressing the 
underwriting issues, and we would expect improvement to continue. 

We met wifh management at various points during the field visit and presented our conclusiom. 
Management is in the process of responding to our update to OTS Memo 13, and we expect 
additional actions to be takra with resp«:t to underwriting, including: (1) enhance policies and 
procedures with better guidance on what documentation is appropriate to thorou^y document 
reasonableness of stated income; (2) enhance policies and procedures to provide clear direction 
as to when underwriters have discretion to exceed policy standards and by how much; and (3) 
improve file documentation with respect to reasonableness of stated income We also expect 
management to continue to drive down error and exception rates. 

Fair Lending Issues 

As a subprime mortgage lender, LBMC has high levels of reputation and fair lending risk. 
Despite this high level of risk, our March 14, 2005, examination disclosed that the corporate 
compliance function responsible for assessing the management of this risk at LBMC fell behind 
in fulfilling its responsibilities. 

Corporate Compliance completed a file review of LBMC 2003 pricing and underwriting in June 
2004. This review raised material concerns of possible disparate treatment by race and ethnicity 
in both undmvriting and pricing. Reinforcing the concerns with possible disparate treatment 
was the 2004 Home Mortgage Disclosure Act (HMDA) data released publicly in early 2005. 
Corporate Compliance did not provide its June 2004 review results to LBMC until during our 
March 14, 2005, examination, so LBMC management validation of and response to the review, 
actions to address process and control issues, and remediation for adversely affected minority 
applicants did not begin until the second quarter of 2005. The delay in providing the June 2004 
review results to LBMC contribut«i to an overall examination conclusion that the corporate fair 
lending program needed attention. 
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Our fair lending findings with respect to LBMC were communicated to management in OTS 
Compliance Memo 8 (OTS Memo 8). In response to the memorandum, management committed 
to timely action to address the results of the 2003 pricing and underwriting file review, including 
remediation. Management also committal to conduct fiirdiCT fair lending analyses and reviews, 
and to enhance certain internal controls and oversi^ mechanisms to ensure fair lending risk 
management at LBMC is timely and comprehensive. 

We followed up on management efforts to address fair lending issues during our October 3, 
2005, field visit. With respect to the file review of LBMC 2003 pricing and underwriting, we 
found that LBMC senior management had initiated corrective actions to improve the consistency 
and controls for underwriting and pricing loans, and had provided appropriate remediation to 
those applicants for whom it was likely that differences in pricing may have been related to 
prohibited bases. 

With respect to die need for further analyses and reviews. Corporate Compliance has conducted 
a variety of analyses of the apparent pricing disparities at both WMB and LBMC, as well as 
between the two companies, since the March 14, 2005, examination. Based on these statistical 
analyses, the function has conducted transaction level comparative file reviews of pricing in 
ei^t LBMC maricets where there appeared to be a statistically significant disparity on the basis 
of race or ethnicity. In each of these eight reviews, there was some over- or under-pricing of 
loans, but this was within a limited range and evenly positive and negative across races and 
ethnicities. Further action was not warranted. Comparative file reviews of LBMC underwriting 
in the Chicago market (statistically identified as having a high risk of disparity) have been 
completed, and additional reviews in Chicago and other markets are underway. 

The one significant remaining element of the corrective actions undertaken in response to the 
examination fair lending findings is a comprehensive review of the LBMC and WMB pricing 
structures. In its response to OTS Memo 8, management committed to have this completed by 
yearend 2005. We confirmed during our October 3, 2005, field visit that this review was on 
track for timely completion. 

Aside from our examination findings, a significant fair lending concern whenever there is a 
financial institution, such as WMB, with a subprime affiliate (or division), such as LBMC, is the 
possibility that steering to less advantageous products at the subprime affiliate might occur on a 
prohibited basis. To address this concern, WMI’s Legal Department developed a “Best Price 
Offer (BPO)” progr^. Although it has been in place for some time, the BPO program has not 
been particularly successful. One of the risk assessment tools that Corporate Compliance has 
been developing is a tool for evaluating the risk of steering on a prohibited basis between WMB 
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and LBMC. While still in the development phase, this should be a useM monitoring too! in the 
foture. In addition. Corporate Compliance is evaluating the use of various customer survey 
information to develop a more focused approach to mystery shopping. 

In general, we concluded during our October 3, 2005, field visit that all commitments for 
corrective or other actions were either completed or on schedule for timely fulfillment. Most 
important, executive management appears to be taking the company’s fair lending risk and the 
need to manage it seriously. 

Conclusion 

Since we believed LBMC had made good progress in addressing the concerns raised during our 
March 14, 2005, examination and no new issues had arisen, we advised management that we 
would entertain the application to move LBMC under the bank. The application was then filed 
December 12, 2005. Notwithstanding this conclusion, we should emphasize that LBMC is 
engaged in a high-risk lending activity and we are not yet fully satisfied with its practices. 
Therefore, we recommend that management make certain commitments as part of the application 
process: 

!. Concentration Limits. WMB should revisit its high-risk lending concentration limits to 
consider both WM Card Services and LBMC. WMB should consider increasing 
granularity in those limits, particularly with respect to loans with higher risk 
characteristics such as stated income loans with low FICOs and high LTV ratios. 

2. Compliance with Guidance. WMB should provide specific assurance that it will ensure 
that LBMC complies with Interagency Guidance on Subprime Lending (March 1, 1999), 
Interagency Expanded Guidance for Subprime Lending Programs (January 31, 2001), 
Interagency Guidance on Asset Securitization Activities (December 13, 1999), and the 
interagency guidance on affordability loan products, as appropriate, when this guidance is 
issued. 

3. Indemnification. The WMB board should consider whether a holding company 
inderruiification or cash deposit/reserve should be secured for potential liability arising 
from the transferred assets and liabilities. 

4. OTS Memo 13. WMB should commit to ensure that actions are taken in response to our 
update of OTS Memo 1 3 and that loan underwriting exception and error rates continue to 
decline. 

5. OTS Memo 8. WMB should commit to address the remaining issues in OTS Mano 8. as 
well as to more generally ensure that follow-through continues on all fair lending efforts 
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and that corporate fair lending practices are commensurate with the size and complexity 
of the or^nization. 

6. Enterprise Risk Management. WMB should commit to ensure that Enterprise Risk 
Management, through its Consumer Risk Oversight and Internal Audit units, provides an 
independent and countervailing balance to line management desires to expand subprime 
lending activities through LBMC when those desires are pot^itially imprudent TWs 
balance should include frequent and rigorous independent reviews of LBMC operations. 

We will complete an examination of LBMC as part of our March 13, 2006, fiill-scope 
examination. Should the application by WMB be approved, we will ensure during that 
examination that management complied with all commitments made in connection widi the 
application. 
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Dochow, Darrel W 

From: Carter, Lawrence D 

Sent: Friday, January 27, 2006 7:40 AM 

To; Dochow, Darrei W 

Subject: RE: WAMU Commitment letter 

Follow Up Flag: Follow up 

Flag Status: Flagged 




The letter seems okay. They obviously want to leave it a little squishy, of ccnirse, on toe growth plans, but at teas! they 
make a firm commibnent to clean up toe underwriting issues. At some level, it seems we have to rely on our relattOTship 
aixl their understanding that we are not comfortable vwto current underwriting practices and don't want them to grow 
significantly without having toe practices cleaned up first. ! am sure we made that very clear. 

With resf^ct to toe high risk limit, 1 keep thinking about them only including toe C^d Services loans v«th FICOs under 680. 
Our ao::eptonce of this calculation might be considered by them to be a step toward our acceptance of Card Services as 
NOT being a programmatic subprime lender «jbject to toe interagency guidance, a step ! am not sure we are ready to 
take at this point. Furtoermore, I toink this will also factor into their benchmark "super-risk weighting" capital calculations 
(or data they provide us - 1 am not sure whether they uttimately agreed to do the calculations or just provide us the data). 
We vni! need to decide whether ALL of Card Services' loans should be super-risk-weighted for benchmarking purposes ~ I 
would lean tcwards yes. 

Perhaps we should at least let John know that we are considerirrg the appropriateness of this and wifl address through our 
examination by considering toe high risk lending strategy, existing limits, and plans to do additional analytical work in 
support of concentrafion limits overall, 

— Ongina! Message — 

From: Dochow, Darrei W 

Sent: Thursday, January 26, 2006 1:23 PM 

To: carte, Lawrence 0; Rnn, Mkhael E 

Subject: WAMU Crxnmttment letter 

Importance: High 

I scanned toe lett«’ from WAMU that was just delivered so toat you could read their commitment relating to L8MC 
grovirth and a refer up program. Any reactions? « File: ScanOO! 1 .PDF » 


OFFICIAL FILE COPY 
OTS/WEST 
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WMB 

March 13, 2006 

Safety & Soundness Examination 
OTS MEMO 12 


DATE: 

TO: 

FROM: 

SUBJECT: 

CC: 


May 23. 2006 

Wayne PoNock, SVP, Home Loans Operation Strategy 
Mark Reiley and Liz Orban, OTS Ex^iners 
Home Loan Underwriting 
Cathy Doperalski, Regulatory Relations 
Steve Funaro, FDIC 


BACKGROUND iNFORMATiON 


We sampled 186 newly originate loans to assess Home Loan's compliance with Bank ixiderwriting policy and regulatory 
safety and soundness guidelines as wet! as to assess the progress made in addressing the underwridng wealmesses 
(criticisms) noted In our 2005 OTS Memo 15. The following loan sample was comorlsed of randomly select«l loans 
origkiated through various lending channels (Retail. Wholesale and Correspoftdent) and originated between 
November 2005 and January 2006: 

• 126 Full-Doc loans; 

■ 25 Stated Income loans; 

• 1 5 Interest-Only loans; 

■ 10 Single Family Residential Custom Construction loans*; and. 

• 1 0 Residential Lot loans. 

* Custom Construction loans originated during the review period. 

Included in the sample above were 67 negative amortization loans (63 Option ARMs and four Flex ARMs), 

We c^egorized our findings as: 

• Exceptions - Generally, these loans have such significant deficiencies that we consider them urtsafe and 
uns^nd. These are loans that probably should not have been made on the terms that the loan was granted. 
Any Exception in a small random sample will generally lead us to exclude overall that underwriting is less than 
satisfactory. 

• Other Loans with Deficier>cie8 - These are loans with elevated risk due to underwriting deficiertcies. Depending 
w the nature of the deficiencies, a significant number of loans of this type could also lead us to consider 
underwriting less than satisfactory. 

All errors were discussed with the designated S^ior Underwriting Team Manager. 

During the prior examinadon, we noted numerous instances of underwriters exceeding underwriting guidelines, wrors in 
incone calculations, errors in d^t-to-income (DTI) calculaticwis, lack of sufficient mitigating factors for credit-quality 
related issues, and insufficient title insurance coverage on negative amortizatton loans. Management's strategy to reduce 
the level of exceptions and errors was to more effectively utilize the Credit Risk Oversight (CRO) and Credit Quality Team 
(CQT) reviews to provide continuous feedback, training and coaching to the underwriters. Furthermore, CRO and CQT 
reviews were used in the staff incentive Compensation Plan (ICP). to help prwnote desirable loan quality arrd urtderwriter 
behavior and thereby improve underwriting results. Management also esiattished acceptable targets for DTI error rates 
(10 percent by June 2006 and 5 percent by December 2006). The combination of these efforts has resulted in a reduction 
of underwriting exceptions arid errors. Recent CRO reviews and our loan sample results validate this conclusion. 

Management has made progress in addressing and reducing the level of underwriting exceptions and ercors noted in OTS 
Memo 15, and none of toe loans were considered 'Exceptions", as defined ^ove. However, we did note various 
underwriting errors that continue to require mar^agemenl's attention. Specifically, DTI calculation errors, lack of adequate 
title insurance coverage. Inadequate support for borrower income, conditions of approval not supported, documentation 
errors, ^d errors on the Bank’s Loan Approval Summary (LAS) worksheets were noted during our review, in addition, 
we made recommendatims to enhance the underwritlr^ policy and procedures and data coding process. 


FINAL: 06/14/2006 11:23 AM 
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OTS MEM0 12 


We concluded that management implemented the corrective actkms agreed upon at the last examinatk^t and while 
underwriting errors noted still need to be addressed, we conducted that ;»ime undsnwritirtg is now considered marginally 
satisfactory. We believe that the issues discussed in this memo supercede those dscussed in our last examination and 
would not object to Regulatory Reiatkxis cloang out the is^jes m ttie memo. 




»kf>9»s WeraiSBCl that to rwt o( reauiaterv concm. brt nddfawKi. 


W> c o mm <wd»dan: 


Observsiionsare matte In a consutatea r^. Thay may b« pmsanfad to nwn a gamanl tiritow v«rbatty or In writes, Wt wM jiamntfly 
not te induteci In 9i« Ftapdt of Exenteatkn. Ejiamlnan wCi raraty raquasi a writtei roteORM during tha exvrtealton. 
Otea/vaOona may or may not be raviawed during aubsequant examlnaiions. 

A aecondafv soflcem rettrirtno corrective actton , A Ateommencttten can become a CiWckm In hitws axamintiicms shnrid rttic 
expoaum IncraaM eictoifcantiy or other ctrciffnetancee namnt Ttiey may be IcwiixM In the Report of Exarrteation end mantened 
m Exit and Board Meefings. ExuiteemwIU request a Mrittan response IrmManagemaRt during ttMexamlneteR. Managemenfs 
actions to addres RtoonvmndaHons are revfeeed at subsequent or (oHow-tto examlnaUons. 

A.Brim«v conoam reoutrirw coroeltve acecn . Cteitemc are often summarized to the ‘Matters Requiring Board Attonten’M' 
*E)(Bmtoaten Conchasion and Comments* eeetlon of the Repwt of Exanteatton; warrant increased ^eitocm by Swtior Management 
and toe Board of Oire^rs; and raqure a written reeponee. They are stetect to formai fotow-qe by examiners tmd. If left 
uncotrected, mcy result In Wronger action. 


i 



1 

1 EXAM FINDING 1 

□ Observation 

B Recommendation 

D Criticism j 


Topic: HOME LOAN UNDERWRITING 
Finding: We identified the fotiowring underwriting etrors. 

DTI Calculation Deficiencies 

We noted 17 errors (9 percent) in calculating DTI ratios. DTI errors resulted frcxn omission of 
expenses, errors in the qualifying rate or tax and trtsurance amounts used, and unsu^^rted income. RIes 
contained errors that were totii favorable and unfavoraUe to the borrower, with some files containing 
offsetting errors. Loans with DTI errors were (Sstributed equally amongst the loan origination channels. 

Inadequate Title InsurarTce Coverage 

Our review of the 67 negative amortization loan files disclosed that 46 failed to request adequate 
title insurance coverage at origination. WNIe post closing caught a few of the loans, It appears the 
remaining loans never received adequate coverage. Martagement has indicated that in the event 
adequate coverage is not obtained, the Bank has blanket coverage that covers the short fall but we were 
unable to verify that. Our position is that the Bank should be requesting and requiring sufficient title 
Insurance coverage at ori^nation, sufficient to cover the entire potential negative amortization amount. 
This issue was noted In OTS Memo 15 (2005); however, the corrective action failed to address the 
problem. The corrective action required that the MLCS system be updated to reflect the correct negative 
amortization percent but that does not ensure that adequate title insurarwe coverage is obtained. 
Management indicated that on April 10. 2006, the Bank adopted a pt^icy that requires title insurance 
coverage to equal the loan's full negative amoilizalicxi potential. We did not have an opportunity to test for 
compliance with this new policy. 

Bon-oww Income not Mw uMelv Supported 

We noted five instances <3 percent) where borrower income was not supported. These included 
failure to verity income on a Full-Doc loan, failure to obtain a rental agreement, failure to discuss 
reasonableness of stated income, and apparent errors in calculation. 

Loot toDTOval - Exception Basis 

We noted a lack of sufficient mitigating factors for approving loans that were exceptions to policy. 
For examji^e, we noted a failure to document reasrms why a borrower was allowed $13,000 cash-out on a 
‘no cash-wjf refinance. We also rioted a high-level loan approval to a borrower with a housing ratio of 40 
percent and total debt ratio of 72 percOTt. There was no discussion of compensating factors for the 
exception to policy on the LAS. 

Documentation Errors 

We noted documentation errors in five loan files (3 percent), including missing power of attorney, 
Washington Mutual, Inc. - Confidential Page 2 of 6 
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BOm FINDING 1 □ Observation B Recommendation □ Criticism 

missing pages of the note, a stale ap^H-aisat, and failure to document compliance the 
conditions of loan approval. Tliere was no evidence m two files that loans were paid off, which was a 
required condition for approval of the loans. 

Failure to Cwnolv witii S^tlc and Weli Reou^ements on Custom Construction 

Fow of ten (40 percent) lot loans reviewed failed to comfiriy with pcrficy requirements regarding 
septic tanks and walls. Management indicated in some cases that the requirements had been waived; 
however, there was no discussion of the reascxis for waiver on the LAS. 

LAS Worksheet Errors 

Forty-six (25 percent) of the loans sampled had LAS worksheet errors, in 41 instances, the conect 
qualifying rate was not reported on die LAS worksheet; instead, a rate of 0.0 percent was reported. 

The remaining 5 errors were related to; (1) start auid qualifying rates being overstated, (2) debt amount 
incorrectly reported, and (3) inaccurate appraisal value. 

Action; • Continue current monitoring and efforts to improve underwriting and reduce error rates, particularly 
v4th respect to DTI calculations, rental income, arxl documentation of compensating factors for 
exceptions to pdicy. 

• Ensure compf)an<% with the April 10, 2006, pcrficy requiring adequate title insurance on negative 
amortization loans. 

• Contince to monitor the LAS for compleiiCHi. accuracy, and to ensure that all conditions are sufficiently 
addressed. 

• Continue post-funding transaction testing at the busness ur^t and Loan Fulfillment Centers to ensure 
progress in improving underwriting and measurement of that progress. 

Management Response Requested SI Y«g □ No 


H Washington Mutual 

MANAOEMEHTREaPOHaE □ Agree X PtrlWIy Agrw □ Dl«aai«« &lUr T«fg«l Drta; [301/07] 
UmgnnmaftupchaiK IndksM %«twrth«' you egraa. pentarfiy aome. or ttesoree. Kyou agree, provide anantIcXietedtBroatdela for IrnptenMRtetlon. 
PmVaSyAgnt: Ttia maponaa ahoufcl ctoarty define ttwa portbn of ItM Sndhg or recommended acttondtsagreed vafit as walselheponian agreed to. 
Mupree; Tba ratponse ehouideiearty define WHY there Is dtesgreement wfih the finding or recommended ecCon. and aulfine any trVttgtfing 
drcumstanoes or eltetnettve course of scfion to be pursued. 

REBPOWSCfeucolnetf—pow— to finding /eotton) 

Management partially agrees with this finding. 

Quality Underwriting has been and will continue to be a top priority and focus for the Bank. We feel that significant 
progress has been made in this area evident by the results of our own ongoing loan file review process, internal audits, 
and file file reviews completed in conjunction with this Safety & Soundness exam. 

In :K)05 we est^lished lanjet goals for our OTI error rates of 1 0% by June 2006 and 5% by December 2006. Our internal 
reporting shows that we are meeting this goal and we are on track to be below 5% in advance of our December target 
date. It was noted in the finding memo that the Safety & Soundness loan file review found a 3% occurrence where the 
borrower’s incwne was rxjt supported. While it Is our policy to ensure fiiat borrower income is supported, a 3% error rate 
is within our established DTt error rate target of 5%. We feel that our existing DTI tracldng and reporting effectively 
identities instances where bcx'rower income Is not properly supported. 

The deficiency regarding the use of our Loan Apptoval Summary (LAS) form where the incorrect qualifying rale is being 
reflected on tiie form is a result of a MLCS system issue. The Bank has decided that sve wilt not allocate resources to a 
MLCS system enhancement due to our upcoming migration to Palisades. In advance of our migration to Palisades, we 
have inpfemented a manucti work around that we wilt continue to use until the migration. Of the 46 bans identified with 
LAS worksheet errors, 41 were due to this system error. Although the LAS reflected the incorrect rate, the borrower was 
qualified at fiie correct rate. While we do agree that the LAS should reflect the correct rate, fries issue poses no material 
risk to the Bank. The remaining 5 loans with LAS emors reflect a 2.7% error rate based upon the 186 loans reviewed. We 
feel that this error rate is within tcrferance levels, any material errors such as incorrect qualifying rates or DTI errors oti file 
LAS will be identified through our existing DTt monitoring and reporting, in addition to the LAS errors above, two 
individual loans were identified where the LAS did not reflect the compensating factors that allowed for exception 
approval. We do feel that exception docum«itatic«i is Important and we wilt be reinforcing this polby wth our Underwriting 
staff. Due to our desire to track and monitor excepliwi approvals, in addition to notating exception approvals on the LAS, 
we currently enter atl exceptions into our Loan Tracking Datetbase for tracking purposes. 
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EXAM FINDING 1 □ Obsefvation jg Recomm«idation □ Criticism 


We do not feel that the documentation errore cited within the fincfing memo, 3%, warrant a change to CMjr existing process 
due to the low error rate. The post-funding transactioi testirtg pre^ously dcme by CRO and CQT wHi continue and be 
managed by ^e Home Loans Credit Review group. We beNeve that these ktan file and quality reviev^ wi Id^tlfy and 
prevent any sufc^antiai rteks resisting from tiiese types d errors arrd <^ers diat impact underwriting and loan ftle quality. 

While the ordering of Title inatrance is not a function of cajr Underwiting department, we do agree that there were 
deficiencies in cwr process. April 6, 2006 Home Loans Pdicy Announcement (HLPA) 06-090 - Title Insurance 
Coverage for Negative Amortization Lxians was issued. The purpose of ttiis poficy communication was to clarify the title 
insurance poficy requirements for negative amortizaticm loans. 


CORfgCTIVE ACTION (provide epeciflc action st^M pfwmed, ttw a— igned reeponeible manager, and tai^ datee for each) 


1 . Continue to monitor smd track our DTI error rates to ensure 9>at we meet our established target of 5% error rate by 
December 2006 (Note: The December 2006 DTI results be available in March 2007). Responsible Manager: 
Mark Brown. Target Date: 3/31/07 

2. Provide darification and reinforcement to our Underwriting staff regarding proper documentation of exception 
approvals and qualifying rates on the LAS. Responsible Manager; Mark Brown. Target Date: 10/31/06 

3. Complete a review of our existing septic tank and well waiver policy for Lot Loans arxf publish a reiteration or 
clarificatir^ d policy as deemed necessary by the review. Responsible Manager: Mark Brown. Target Date: 
10/31/06 

4. Validate the effectiveness of HLPA 06-090 through our existirtg loan file review process to ensure that appropriate 
title insurance coverage is being ordered on negative amortization loans. Responsible Manager; Arlene Hyde, 
Steve Stein, & John Schleck, Target Date: 12/31/06 


Washington Mutual. tr>c. - Confidential 
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EXAM FINDIWG 2 □ Observation* B Recommendation* D Criticism* 


Topic: HOME LOAN UNDERWRITINC 
Finding: Policy Bteommendation 

TTte Bank’s Conventional Undenwriting Guidetines regar<ting ncMi-taxabie income states that, if it results in 
a more favorabie CHitcome lor the borrower, ttie income must be grossed up. We noted one borrower that 
earned $62,000 per year as a construction supervisor and his social seojrity income was gross^ up, 
according to the Guidelines. Since social security incone woidd almost certainly be taxable in this 
instance, the rationale for the gross up of iiKome appears to be impudent. We belie\« the Guideline 
shoedd be clarified for borrower with substantia) income in additiorral to ncm-taxabie income. 


Action: Enhance Uncterwriting Guidelines to darify ttrat social security Inccxne does not qualify as non^axable 
income for borrowers vritti substantial “other* income. 

Management Response Requested gf Yes □ No 


W Washington Mutual 

MANAqImEWT RESPONSE X Agree □ Partiallv Agree □ Diaagrwo Enter Target Date; [11/3WD6] 
WanaBewanfAespowee; tndk^sMNtwryoue^ee.psftMyeQree.ordUagree. Hyou agree, provWeaneniicipjaedta^daleforlrnplemenuiScm. 
PtrtlaOjr Agnt: Ttw leeponee dmikl deeriy cMIrte that portion ol Sie finding or recommencM action dtagread wHh a» wel as the portion agreed to. 
Ofsa^ea: The rMponsa sheuid dssrty define WKV tiere li disagreement wHh Uit And)r>g or reeommanctad action, and ouWne any mitigMing 
etreumstaeoes or altorrMtNe course el ecdon to be punued. 

fffiSPW8¥fauednc< reap ons e to Bndinfl/ action) 

Martagement agrees with this recommendation. 

We agree that although a portion of a borrower’s income maybe nontaxable and eligible for grossing up. H does not mean 
that ali of their income is eligSMe to be grossed up. We will review our existing policy and compare it to current Fannie 
Mae and Freddie Mac guidelines. 

CORRECTIVE ACTION (provide wet^fic action ettpe planned, the auloned responsible manaow. aid tarqetTlatee for eachj 

1 . Review and revise existing policies related to nontaxable income as warranted to ensure our policy is clear and 
cxrnsistdnt with current Fannie Mae and Freddie Mac guidelines where aii^licable. Responsible Manager: Cheryl 
Feitgen. Target Oate:t t/30/0€ 
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EXAM FINCTNG 3 □ Observation* B Recommendation* □ Critici«n* 


Topic: HOME LOAN UNOERWRiTiNG 
Finding: Data CocBna Recoremendation 

We no^ loans (23) that were coded as FiM-Ooc and Alt-A at boarding and later underwritt^ based upon 
stated \nccme criteria but not re-coded to reflect the change. Cons^uentty, manag^nent is unable to 
identify all the loans underwritten based stated income criteria. On February 1 7. 2006, manag^nent 
chang^ the reporting procedures and now flte subject toans are correctly be^ r^rted and 
managem^ stated it is able to identify all stated irtcome loans. 

Action: Ensure ttiat the February 17, 2006, coding policy changes are cwiplied with. 

Management Response Requeued gj Yes Q no 


i| Washington Mutual 

MANAQEMEHT RESPONSE X Agree □ Partially Aye □ DIaagfee Enter Target Pate; [t2/aiA»3 

aewnpurtewf ilMipew— ? irKScetewtwttwryeusarM. psrtlellyAQrM. oidlugrw. H you eeiM. provW* an wStotpaM targat xUiti for Miif3l«m«nWion. 

'ItianH^ortaaancMAleiaariycMfin«m«poreor»ofthain(lngor(seo«wi>andadsctMi(Ss^jraadwaeiBsvwla»thepoi«ORagra«dto. 
n»agn»: The r«q}enaaahouiacfaaffydalintWHytharaiadiaagraainaf)t«tthtM>ndhte or racommandaeacSoR, and ovtina any rnKgating 
ciroUnnartcas or (iMtamative ooursa of action lo be pumed. 

RESPONSE (tuccloctre^>onee to flridinfl/ectiw) 

Management agrees wth this recommendation. 

Our existing loan documentaticxi coding has been focused upon capturing the documentation level based upon the 
borrow^s intent. We have now enhanced our documentation coding specific to MLCS to also identify the actual level of 
income veriflcalion that was completed. For example, a to^ to a borrower who does not request a stated income but 
whose loan, when run through our Enterprise Oedsion Engine (EOE), is approved with document relief is classified as a 
Full Doc loan, now with our additional enhancement we will also have their inc^e and asset verification level captured 
regardless of toe borrower's intent. This additional coding will allow us to identify ail loans originated through MLCS where 
income was “stated”, regardless of the borrower's originai intent. This is accomplished by utilizing an additional coding 
field that incScates the number of months of income and assets that were verified for the prmary borrower. This coding 
enhancement was inplemented on February 17, 2006. The income veriflcalion ciassificalions which are now being coded 
in addition to the existing documentation codes are: 

• Income Not Verified 

• 1 1 Months or Less Verified 

• 12 to 23 Months Verified 

• 24 Months or Greater Verified 

Because tols is a new loan coding requirement, we have established a target goal error rate of 5% or less for this issue by 
December 3X)6. 

C^R^^TiVE ACTK)H tefovtde apecttic actfcm etepe planned, the telgned r— poneibte manaaer, and target dstee for ea^) 

1 . We will work with our Credit Rewew group to track toe accuracy of the Income Verified field within MLCS \ia a 
targeted re\riew arxl ensure th^ we meet our target gc^i of 5% by December 2006. Responsible Manager: Mark 

&'Owm, Ernie Mortensen, Target Pate; 12/31/06 

Washington Mutual, Inc. ~ Cw)fktentiai 
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From: Schneider, David C, <david.schn«def@wamu.net> 

Sent: Wednesday, May 3 1 , 2006 2:56 PM 

To: Brown, Mark J. <mark.brown@wamu.n^> 

Subject: RE: OTS Memo 12 -- Home Loans Underwriting 


f'll bel you're a happy guy!!! Well done, 
ds 


Original Message 

From: Brown, Mark J. 

Sent: Wednesday, May 3!, 2006 8:09 AM 

To: Mortensen, Ernie; Case, Lori K.; Pad, Robert L. 

Cc: Fehgen, Cheryl A,; Schneider, David C. 

Subject; Fw; OTS Memo 12 -- Home Loans Underwriting 

Ernie, Lori, and Robert 

Couldn’t have done it without your partnership. 

Thanks to you and the whole cqt team 
Mark J, Brown 

Sr, Manager, Mortgage Banking-National Underwriting 
Washington Mutual Consumer Group 
(630) 437-7774 

CONFIDENTIALITY NOTICE: This electronic mail transmission may ctmtain legally priviliged, confidential infonnation belonging 
to the sender. The infonnation is intended only for the use of the individual or entity named above. If you are not the intended 
recipient, you are hereby notified that any disclosure, copying, distribution or taking any action based on the contents of this electronic 
mail is strictly prohibited. If you have received this electronic mail in error, please contact sender and delete all copies. 


Sent from my BiackBerry Wireless Handheld 

— Original Message-—- 
From: Pollack, Wayne A. 

To: Schneider, David C.; Feltgen, Cheryl A, 

CC: Plyler, Pamela J.; Brown, Mark J.; Healan, Joe J ; Lee, Doreen; Parrcs, Crystal 

Sent: Tue May 30 14:36:59 2006 

Subject: FW: OTS Memo 12 - Home Loans UnderwTiting 

Good news - John was able to get the OTS to see the light and revise the Underwriting rating to a Recommendation, Our response is 
already complete. 


Wayne Pollack 

SVP, Home Loans-Strategic Operations 
Washington Mutual 
(630) 437-8982 

CONFIDENTIALLY NOTICE; This electronic mail transmission may contain legally privileged, confidential information belonging 
to the sender. The information is intended only for the use of the individual or entity named above. If you are not the intended 
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recipient, you are hereby notified that any disciosure, cof^ing, distribution or taking any action ba^ on the contents of this electronic 
mail is strictly prohibited. If you have received this electronic mail in error, please contact sender and delete at! copies. 


Original Message 

From; Pollack, Wayne A. 

Sent: Tuesday, May 30, 2006 4:36 PM 

To: Robinson, John; Domer, Jake; Zarro, Michael R.; Fierlii^, Jtainifer 
Cc; Doperalski, Cathy L, 

Subjeci; RE; OTS Memo 1 2 - Home Loans Underwriting 


John - Thank you for your support on this, the underwriting team that has woriced so hard to obtain the current run rate results will 
appreciate getting the OTS to recognize the progress. 


Wayne Pollack 

SVP, Home Loans-Strategic Operations 
Washington Mutual 
(630) 437-8982 

CONFIDENTIALLY NOTICE; This electronic mail transmission may contain legally {wivileged, confidaitial information belonging 
to the sender. The information is intended only for the use of the individual or «)Uty named above. If you are not the intended 
recipient, you are hereby notified that any disclosure, copying, distribution or taking any action based on the contents of this electronic 
mail is strictly prohibited. If you have received this electronic mail in error, please contact sender and delete all copies. 


.....Original Message — 

Frewn: Robinson, John 

Sent; Tuesday, May 30, 2006 4:31 PM 

To: Pollack, Wayne A ; Domer, Jake; Zarro, Michael R.; Fierling, Jennifer 
Cc: Doperalski, Cathy L. 

Subject; OTS Memo 12 - Home Loans Underwriting 
importance; High 


OTS confirmed today that thQ' will re-issue this memo without the ‘Criticism.’ It will be a ‘Recommendation.’ Due to technological 
difficuhies, the re-issue may not happen for a few days. 


John 
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WMB, WMBfsb 
March 13, 2006 

Safety & Soundness Examination 
OTS Memo 9 


DATE: 

TO: Michael Giampaolo, President Long Beach Mortgage 

FROM: Gail A. Croil and Mark Retey, OTS Examiners 

SUBJECT: Loan Underwriting Review - Long Beach Mortgage 

CC: Amy Marcussen, Operations Manager 

David Schneider. President Home Loans 
Cathy Doperalski, Regulatory Reiations 
Steve Funaro, FDIC 


BACKGROUND mPORMATION 


We reviewed 87 newly originated loans to assess Long Beach Mortgage Company’s (L6MC) ccxnF^i^ice wi^ t»nl< 
underwriting poticy and regulatory safety and soundness guideiines as well as to assess the progress made in addressing 
underwriting weaknesses (criticisms) noted in our 2005 OTS Field Visit Update Memo 1 . The loan sample was cc»n{^sed 
of ttie foilowng: 

• 25 loans selected randomiy from loans funded between November 2005 and January 2006; 

■ 25 stated irvsome loans selected randomiy from k^ns turided between November 2005 and January 2006; 

• 27 hl^ loan-to-value (LTV)/k)w FICO loans sdected judgmentally from loans funded between November 2005 
and January 2006; and 

• 10 stated income loans selected judgmentally from loans originated during March 2006. 

We categOTzed our findings as: 

• Exception Loans - Generally, these loans have such significant deficiencies that we consider them unsafe and 
unsound. These are loans that probably should not have been made on the terms that the loan was grafted. 
Any Exception in a ynall random sam^^e will generally lead us to ccmclude overall that undenvriting is less than 
satisfactory. 

• Other Loans with Underwriting Deficiencies - These are loans wHh elevated risk due to underwriting deficiencies. 
Depending on the nature of the deficiencies, a significant number of loans of this type could also lead us to 
consider that underwriting is less than satisfactory. 

It is clear from our review that management has made diligent efforts to address previmi^ identified weaknesses and, in 
fact, progress has been made addressing and reducing tiie levels of certain ty^s of underwriting errors noted in OTS 
Field \^^t Update Memo 1 and at the 2005 examination. Specifically, we noted that underwriters better docum^t and 
support the reasonableness of stated fncotne, better acknowledge payment shocks, and better identify cc»npensadng 
factors that help mitigate risk. While acknowledging this in^rovement, our review disclosed that further improvement is 
still necessary. 

Overall, we concluded that the number and severity of underwriting errors noted remain at higher than acceptable levels. 
Specifically, 26 the 87 loans reviewed (30 percent) had at least one credit related error that occurred more than once in 
the s^ple population. The most prevalent outcome of the errors was miscalculation of DTI ratios (22 percent). We al«} 
noted in the loans reviewed that 14 percent exceeded LBMC’s awsroval guidelines after errors vrere ccMrected. the 
loans revievted. the most prevsJent errors were; Underwr^g Decision Summary (UOS) work^ets failed to provide 
adeqiffite Information or darification to fijlly support the credit decision (8 percent), rental income errors (6 percent), and 
inadequate e)d>lanation of the reasonableness of income for stated income loans (5 percent). 

We noted that our review results varied depending on the sair^le sdected. We tend to place more emphasis on random 
samples but augment these with judgmental samples as well. Our random sanq^te of 25 held for sale (HFS) loans 
disclosed 6 loans (24 percent) with various deliciendes. Our random sample of 25 HFS stated income loans disclosed 6 
loans (24 percent) vwth deficiencies, with erne loan considered an Exception. While our randewn samples appeared to 
show swnewhat improved resirits, our judgmental sample *^.941 tudgmentai samt^e of 27 
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low FICOAitgh LTV loans, we noted tO loans (37 percent) witii defici^cies, two of which were considered Exce{:4ions. 
These judgmental sample results are of particular c<»wefn since loans wittt comWned low FICOAiigh LTV risk layering is 
an area where underwriting should be more strmgent. Any errors wth the^ boncw^ers are licely to pu^ tiiem CHit»de 
IBMC's underwriting guid^ines lor DTI ratios. At any rate, our results indicate that loans irt mis category require closer 
scrutiny. Our finaJ judgmental sample of 10 stated income loans disclosed deticienctes in 4 loans (40 percent). No 
exceptions were identified in this sample. 

The level of exceptions, as w^l as the high occurrence of deficiencies in our samples, particularfy in our juc^mentaf 
samples, led us to conclude that LBMC’s underwriting practices remain less than satisfactory. 

In addition to n<^ing the underwriting weaknesses, we also made recommendations to enhance underwriting poficy and 
procedures. 

We concluded that management implemented the corrective actions agreed upon at the last examination and field visit. 
While we (Hiviousiy beKeve that underwriting problems remain, we believe that the issues discussed in this memo 
supercede those discussed in our field visit update memo, and would not object to Regulatory Relations closing out the 
issues in that prior memo. 


EXAWRNDlNQSOePMmSNi 

OPMnsametsmadslnseMWjIMlMroto. T1wymayb*pri^MlorMrMeiKMr4Mwvwt«ly<xinwittinQ,lx4«in9eMnMiy 
iKktointiiNMlniwRtportofExafniriatloa ExanW»rtiiMfar%wquMt*w1li»nrMponMdU(lnseNi*xvTWiiieon. 
Oi>s*ry*9on$ may or may not bt during lu bw ywnf xwntw i i b o M . 

BtecmamnMhit AMCoodswflOftcamrMulrewflQfwe>t'>»ac^ AAMommwMMKnesnbMCimaOAWcmintiituvcitarTWMBoMS^^ 

•leoMraicMrMMSienlloanttforoihardrourMtaneMwafn^ Tls«ymayb#lns)ud«dinlh«FlaponprExiw*NMI(ma«imi^^ 
In ExS and Board MMdrtgs. Exairiwa wHraqiMot a wrClMrMpenM Min ManagarnaM during tha oicwninaRoii. MoMipMfnMifs 
acdona to a ddr aa i / la c o n iffia n dado nf ara f vi awad at t ubaaquant or t oBow upa andna ilona. 

•^Munirwilon OanciuBon and ConanaiH t * aadien ot ft# Raport of £«amlftaflOft; aarrant Incraaaedi atlantton fay Sanior Mwiagafriam 
andthaBoardofOraolorKaMiraquiraaiwttlanratponaa. Thay«aM4]|adloloiTi»ltolon*iJebya)iarrWMWsaWd,iftaft 
uneonaeiacl. may iMuft to airengar aeSon. 





1 

'BSBnNDwai 

□ Obeervation 

□ Rwommendatlaii 

B CriUdun I 


Topic: LBMC LOAN UNDERWRITING 


Finding: The following categcMizes loans by Exception Loans and Other Loans with Underwriting 
Oeficiencles and outlines the urKlerwilting deficiencies. 

A. Exceptions Loans 

One loan in our random sample of 25 stated income loans was considered an Exception 
because the broker resukMnItted ti>e application. 1003, for a slated income loan with an 
increased amoimt of stated income. This is contrary lo underwriting guideiir>e5 and requires 
disciplinary action. Two of the loans in our judgmental sample wwe ronsidered Exceptions 
because DTI ratios recalcidated by examiners wme slgnttieantiy beyond LBMC's guideline 

B. Otiim* Loans with Underwriting Deflelencles 
Miscalculated DTI Ratios 

We noted 8 loans with miscalculated DTI Ratios (16 percent) In our random sample of $0 loans. 
We noted an additional 11 loans with DTI ratios misceieiriated in our judgments sample of 37 
loans ^ percmt). The miscalculations resulted from a variety of factors such as including lnc<xne 
that was not siworted or verified, exclusion of secondary purchase money financing or other debts, 
failure to verify income as required by me underwriting guidelines, and adjustments required fc^ rental 
income. 

Clarification of information on UPS 

We noted 3 errors (6 percent) in our random sample of SO loans and an additional 3 errors in our 
judgmental sample of 37 loans (8 percent). The UDS comment s^tions do not always provide 
sufficient explanation to ejqjlaln the underwriter's analysis and mitigating factors that fully support 
decisions made outsicte of underwriting guidelines. The UDS is not updated to reflect the final changes 
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EXAM RWDING 1 □ Observation □ Recommendation B Criticism 

to the loan terms or ratios and it is not always obvious from the loan summary or the amended approval 
what the nature of the changes made to the loan were after completion of the UDS. 

Rental income Caiculation Errors 

We noted 1 emor in our randcun eam^ (2 percent) of 50 loans and 4 wrors in our jud^nental 
sample <11 percent), in the instances noted, underwriters included rents without sufficient 
support or failed to take the 10 percent haircut required by policy on the net rental income. 
These errors contributed to miscalculated DTI ratios. 

Inadeaurte Support for Reasonableness of Stated lt>come 

We identified 3 errors <6 percent) in our random sample of 50 loans and 1 error in our 
judgmental sample (2 percent). In some instances, the undorwriter provided a statement thtf 
income a|^>eared reas^MMe but did not provide supporting factors. We also noted some 
instances where the UDS conditioned for docianenlatitm to suppmt Income but It was not 
provided, in orte instance, the borrower’s bank statements ww provided to supp<fft a 
mortage payment and the underwriter blacked^out alt references to deposits and af^roved tfm 
loan as a stated income loan. 

Action: * Continue current monitoring artd efforts to improve underwriting and reduce error rates, parlicuiariy 
\^th mspect to DTI calcularions, rental inccMne, and reasonableness d income documentation. 

• Continue to monitor the UOS for completion, accuracy, and to insure that all conditions are suffici^tly 
addressed. 

• Review and adjust perfotmarrce standarcfe^/metrics within LBMC underwriter inc^tive plans to ensure 
that these promote desired loan quality (similar to what was developed for the Home Loan prime loan 
channel). 

• Periodically sample higher risk portfolios (t.e., low FICO/hIgh LTV) for comt^iance with underwritirtg 
guidebnes. 

Management Response Requested Q ves □ No 


H Washington Mutual 

MAW^eMein'm □ Agws H ParttallyAoi^ aroMicifwa Enter Target Data: [3/31/07 ] 

SiMapimMIlMtwMea; irwfcate you sprea. parteWy ajise. er c f i e jm«. Hyouseme, pivMaananddpstMitorgetdsiiioriinpiementatton. 

Tte rsmenstahouUelewlydalIrwihM portion of ttetHKlngw recommended action (RsegmadiMf) as welts the pcflton^peedta 
fteagfii' The rmpoftta ahoutd eteerty define WHY tfiets ts (hagreeniant with the tntSng cr mecmmended aetlen, and outifte any miaetftng 
drowmat a nces or ahamstKe course of ac^ ip be puraued 
RgWW^Cauockict response to fwttrg/ action) 

Manag^ner^ generally agrees with the finding. Based on a detailed review of the errors noted, there are instances where 
managwnent 'patlially agrees” and "disagrees" vv^h the OTS’ c<xiclusions, which were discussed with the OTS. 

Overstfl, management concludes the error rates are lower than what was reported above, however not materially deferent. 

Whie underwriting improvements have been noted, we acknowledge that further enhancements are necessary to reduce 
errcw rates. Manag^ent will implement the fcdlowing corrective actions to furtiier ^prov© loan undenvilting. 

CCtftRECTIVE ACnOW (provide epecIHc ecUon atepa planned, the aasignad raeponatble manegar, and target dates for each) ^ 

All of the corrective actions noted below are currently in the process of being implemented and the target dates indicate 
the date of fmal validation. 

1 . Md sp^ific on error rate to Post Funding Review results and r^jorting. (Amy Marcuss^) (8/31/06) 

2. Monitor aiKl track DTI error rates throu^ both Post Fundir^ Reviews and Home Loans Credit Reviews to ensure 
that we meet our established targets of t0% by June 2O0Q, 7% by September 2006, and 5% by December 2006 
(Note: Validation will be ongoing; however, the final vaidation will occur in March 2007 because tee Home Loans 
Credit Rewew December 2006 DTI results will not be available until March 2007). (Amy Marcussen) (3i31/07) 

3. Imptement training and re-enforce policy for underwriters, relating to the following; 1 ) Correct steps and reqUrements 

underwriting excepticms and prc^r RLA sign oft. inducfing LTV, debt ratios, etc..; 2) Proper steps for the 
completion of an ameixted approval; 3) Proper cJocumentation/explanation to support reasonableness of stated 
incane; and 4) Proper documentation to ^port rental income. (Amy Marcussen) (9/30/06) 

4. Imptement in-depth training for Senior Loan Coordinators (SLC's) and Closing Loan Coordinators (CLC’s) relating to 
clearing of conditions (including validation of rental income documentation), proper steps for the completion of an 
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EXAM FiHPIHQ 1 □ Obtefvation □ R^commwdatton S3 Crtticism 

^nended approval and impacts to tte loan file, Marcu^n) (9/30^) 

5. Meritor results of training and poHcy re'Cnforcement through ongoing Po^ Funding Review and Home Leans CreeKt 
Review results and provUe ongoing feedback and additional Gaining as necessaty. (Amy Marcussen) (12/31/06) 

6. Condu^ tarred Post Funding Renews cpjarterly for Ngher-risk loa«s (i.e. Low FICO/Hgh LTV), starting in 3* 
quarter 2006. (Amy Marcuss^t) (12/31/06) 

7 . Pfowde ongdng feedback and trairHng, as necessary, for deficiencies noted in targeted P<^ Funefing Reviews on 
higher-risk loans. (Amy Marcussen) (12^1/06) 

8. Review Long Beach underwriting incentive plans and make changes or enhancements as deem^ necessary to 
further prcKnote de^red loan quality. (Arry Marcussen) (1/31/07) 
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EXAMPtNDINQ2 □ Obwvatton* B Recommendatfofi* □ Criticism* 


Topic: tBMC LOAN UNOERWRITiNQ 
Finding: UnderwritinQ Pdicv RecommendatkOTS 

We identified sections of the undeiwiiting policy and procedures that should be enhanced to clarify 
undeiv^ing processes. The pdicy should ensure th^ when using bank statements to verify income, 
personal batik statement used as business accounts shoi^d require the same 25 percent expense 
dedu^on as all oUier business acccHjnts. Ttie undenvrithg guid^ines address the process for inclusion of 
room r^s for stated income loans; however, H is silent with regards to other rental income. Further, we 
noted that tito underwriting guidelines require that net cfi^sabie income incoiporales a defined haircut for 
full and limited document loans but does not require a similar haiicut cm stated income loans. 

Actlor): Enhance underwriting policy to clarify: (1) that for stated income loans, personal bank accounts used for 
business pnirposes require a 25 percent haircut similar to regular business accounts: (2) the requirements 
for induding rentol inccxne cm stated income loans; and (3) the exemptkm of dated income borrowers from 
the designated haircut to derive net di^^osabie income. 

Mrmagement RMp^se Requested ES y«s □ No 


W Washington Mutual 

M*N*8BMEWT RESPOMSe □ Agre« B PaitHWvAane □ Dl«»at»« Emer Target Date: [701/D8 ] 

IN epe n—f fndM*«Uw0Mry»u«9r*«.pifMly*grM,ord(M9rM. Myeua9rM,p«o>i^tn««erp«t»d)w9McW*loriRiptwn«Mtfion. 

IheraspmmaiwuidcrMiTyoefinethetpQraortortrwflndnQorrieoinawixiedeceondUegieedwNhuMef uewpoitKinaenMdto. 

O fcap r it.- Rwra^eMrtMStMuUetearVMrwWHyewwisdteagrMmeietUth ih«Rfvlrtoflrneoinin«MlMlae8on, endoutHneeny rnbf^rig 
cfecumttwtcet or ■liMiMtive count of ectkm 10 be pursued. 

RBBPONSeteuocInctfe^on— to flndlnfl/ action) 

Management generally agrees with this finding. However, please note the following: 

• Although underwriting guidelinee do not specifically address whether or not stated irtcome is subject to net income 
converdon tactors, both FiTech and Palisades consistentiy treat all staled income borrowers the same, In that stated 
income is not subject to a net income conversion. The net stated income figure Is in fact gross stated income. 

• In regard to the issue of prudence, we have put substantial rigor into our process to assess Teasonableness". 
Regardless it is stti not verified income, vrhich is why require Teasonableness" testing as we expect state income is 
often manipulated at appitoatiw to meet underwriting criteria, (t is this very risk which is the fundamental reason tirat 
stated income underwriting criteria and product parameters are more restiictive than for lull doc loans and why stated 
pricing is upwardly adjusted to mitigate that higher ri^ If a net conversion calculation were apf^ied to stated income 
or H a requirement were established requiring that net stated income be placed on the application, there is potential 
that stated income would in many cases simply be adjusted at time of a^ication to address the impact and likely still 
pass the reasonableness test. Secondly, the upward adjustment to stated Income would also have an adverse risk 
impact by improving the DTI ratio. Therefore applying a net ct^versicm to stated income applications is not viewed 
as adding a ri^ benefit and would likely in some cases increase risk. 

Management will Implement the following corrective actions to address the finding. 

CORWECTtVg ACTION fyovlde apectfto action atma plwwed, the aaetoned rMipwalble twaneoar. and target datee ter eedt) 

1 . Underwrittog guidelines and procedures {if applicable) be revised and implemented to support consistent 
calculaticm of net disposable income for afi documentation and all Income types with Instructions as to how the “net 
income" calculation is to be tterived. including conversion faclom. {Ann Tierney, Amy Marcussen) (7/31/06) 

2. A process will be documented and estaWished to require regular review of any system generated net Income 
caicufation to ensure it remains cwiwstent with Underwriting requirements and sidelines as wd! as ensure that 
Credit sign-off is obtained on any system changes related to system caloiations or tables that support credit related 
calculations. (Ann Tierney. Amy Marcussen) (7/31/06) 

3. Underwrittog guidelines will be revised to include direction regarding any adjustments required or not, as apprc^riate, 
to income derived frcwn bank statements from accounts utilized for business purposes. (Ann Tierney, Amy 
Marcussen) (7/31/06) 
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Pochow, Darrel W 


From; 

Sent: 

To: 

Cc; 

Subject: 


Carter, Lawrence D 
FrWay. June 09, 2006 9:22 AM 
Dochow, Dane! W 

Franklin, Benjamin D; Kuczek, RIdiard A 
RE: Findings memos 


Sensitivity: Private 





I can conference in on June 15 afternoon or any time on the 16th, but I am fine if yai want to do fiis without me. You 
probably want to get Mark Reiley and maybe even Gail Croil's input on LBMC. We apparently had another meeting on 
response to our LBMC findings, and ! don’t know the results. I aun not sure the persi^ctive on LBMC is entirely accurate. 
The original commihnsnt was to follow thr(xjgh with action plans that we accepted and all believed would result in 
improvement. And I beiieve we concluded there has been tremendous effort put forth on the promised actions and that 
there has been improvement on many fronts (fair lending was an issue too, which we are now satisfied they have under 
c(yitro!). Our findings are similar in some ways, but I don't think we can just simply say "you made a commitment and 
haven't kept it.* I think 90 days to get a completely acceptable exceptbn rate may also unrealistic, although ^ey should 
be ^le lo implement additional corrective actions within 90 days. I think we need to focus on makbg sure they get their 
own stable process in place to be self-correcting, including a targeted exception threshold, and then make sure that the 
process is effective in bringbg down the exception rate, i think at tNs point they do have a process that is working 
scxnewhat, but they are still fine-tuning the process itself, which includes more alignment with Home Loans in general as 
welt as fine-tuning the division of responsibilities between pre- smd post-funding review groups ^d Corporate Credit 
Revbw, and what those groups are specifically looking at. They also need to align incentives with quality, whidi I believe 
is on their "to do" list. Some of this will involve systems changes, so will lake some time. They also continue to fine-tune 
e)a:epti(xi identification and reporting, and we need to wwk owsetves to be sure WAMU’s self-identification of exceptions 
is consistent with ours. I still t^lieve we should assess their action plan response to the memo, including timeframes, and 
set a date based on those timeframes when we should come back in and test. I also believe we should ask them to 
ccxitrol growth at LBMC imti! things are Improved further. 

Bottom line is I a^ed "how hard our hammer should be." and did not get the impression from the examiners that this was 
a case where managem wt did the minimal amount of work necessary to get by. My understanding is they are continuing 
to work very hard on LBMC underwriting and getting LBMC more aligned with the practices in Home Loans in general. 

This is all my assessment, of course, and I wholeheartedly recommend talking directly to the examiners involved in 
LBMC review. We want the message lo be right! 

Also, as of now, we are focused on economic capital/BASEL, consumer lending and credit scoring during the fall and doni 
have a loan review of LBMC scheduled, although we will certaniy follow up on internal tracking of LBMC improvements 
and we are looking at the Corporate Credit Review process. We could still thbk about working in a small l6kC loan 
review if we think It is appropriate. We can discuss this, but keep in mind we are trying to avoid doing multiple fcMIow-up 
reviews, which could end up increasing total exam hours for a continuous exam cycle. We instead are trying to give 
enough time for management to get thmgs fixed before we come in and look at a particular area again. I don't think we 
are so concerned with LBMC thaf we think an immediate follow-up is necessary, especially if it is not growing. 

Broader perspective is all the things they have been dcxng right in the bank. LBMC is cm important "corner." but it Is a 
"corner.” I think most, maybe not all, examiners will attest to the massive amount of corrective work that has been going 
on in the bank, the result of which is very few significant findings. 


— -Original Message — 

From: DoOkhv, Dar^ W 

Sent! Friday, June 09, 2006 7:40 AM 

To: Kuczek, Rknard A; Carter, Lawrence 0: Frarddin, Benjamin 0 

Subject: Findings n^emos 

lmportatK«: High 
Smisitivity: Private 


OFFICIAL FILE COPY 

pro 


If possible, I would like an electrcmic set of the final re-numbered findings memos emailed to me and Mike Finn. 
Lawrence provided me with a hard copy set prior to the re-numbering. 


I also want to discuss with you, prior to out pre-exits with executives, what will be discussed as the MRBA, whether 
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some of our findings are In reality continuations of similar exceptions from past examinations, and how best to 
communicate the expectation that exceptions at LBMC have gone on too long and we expect prompt correction such 
that a 90 day follow-up will ccmfirm coirection. We gave them the benefit of doul^ based on ccxnmitments and some 
progress when we allowed them to bring LBMC Into the bar^, but if t am understanding the findings from this exam 
correctly, we have the same type of concerns remaining 6 months later. 

i believe that we should ^so brainstorm about what we want to communicate as expectations for the cx-ganization and 
espedatly ERM. My Impresskm is that management Is feeling that everything is going well except for the slip up In the 
flood determination area. 

The fact that John Robinson is wanting to meet to discuss our citing the ftood matter as a violation in the ROE has me 
wonderkig if tt»ey are bac4< peddling. 

I know that Lawrence is tied up with MOP and TC next week, but I would like to start discussions with Ben and Rich if 
possible and then re-group wth everyone the following week on June 1 9 or 20. I am currently in the office June 1 2, 
14, 15, 16. 19 and 20 If any of those da^ work for a discussion. 

Let me know what works for you. 

thanks, 

Darrel 
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WMB, WMBfsb 
March 5, 2007 

Consumer Compliance Examination 
OTS COMPLIANCE MEMO 7 

DATE: May 31. 2007 

TO: Dick Stevenson, Corporate Compliance Officer 

FROM: Susie Clark, OTS Compliance Specialist 

SUBJECT: CompHance Management Program 

CC: Cathy Doperalski, Regulatory Relations 


BACKQROMND INFORMATION 


LACK OF STABLE LEADERSHIP 

VyaMu's compliance management program has suffered from a lack of steady, consistent leadership. Dick Stevenson, 
who took over as Chief Compliance Officer on March 2, 2007, is the bank's ninth compliance leader in ten years 
(according to OTS rough estimates), The previous compliance officer, Richard Lewis, was in the position for less than a 
year and he left the bank without having secured a position elsewhere. Most previous persons in ttiis position have either 
left the institution or b^n fired. The OTS is concerned that this lack of consistent, stable leadership leaves the program 
vulnerable. The amount of turnover in the Chief Compliance Officer is very unusual and is a cause for concern, especially 
in an institution of WaMu’s size. The Board of Directors should convnission an evaluation of why competent and effective 
managers have not remained. The evaluation should cor^ider the potential impact on turnover of the following reasons, 
(among others): (1 ) unclear lines of authority and responsibility between the business lines and corporate compliance. (2) 
lack of support for the compliance function by senior management. (3) inadequate compliance staff resources, (4) 
insufficiency delineated compliance roles, responsibilities and mission. (5) inappropriate response of senior management 
to unfavorable compliance findings. 

LEGAL REQUIREMENTS IN THE CONTEXT OF RISK MANAGEMENT 

While it is cniciat that management understands its legal obligations and that mechanisms are put in place to ensure that 
mandatory benchmark is met, management of the compliance function also requires judgment to balance the needs of the 
customers, ftie bank's resources and profitability goals, regulatory relations, and the risks to the bank's reputation v4ien 
making decisions. Managing a compliance program to meet ^e bare minimums of legal responsibility is not a hallmark of 
a good compliance program. While certain bank executives have stated to regulators that ‘reputation risk' is a primary 
concern of the organization as a whole and that they are an industry leader and expect to be ‘Best in Class,* the 
compliance department mission seems to be only to com^rfy vwth the minimum of the law. Despite several efforts by OTS 
examiners to highlight potential “reputation risk' issues, it has been made clear in several cases that they do not plan to 
implement recommendations or guidance to enhance customer service or disclosures 'unless we plan to cite a violation.’ 
We do not consider this position within Corporate Compliance to represent 'Best Practices.' which is the expectation of 
the OTS for a high-profile, large institution. 

The risk landscape has changed for banks in the past few years. Fair Lending and compliance risks, including HMDA 
pricing data, subprime lending, predatory lending, non-traditional ARM lending, increased citations of the Unfeir and 
Deceptive Acts and Practices (UDAP) law, BSA/AML. flood insurance civil money penalties, and congressional scrutiny of 
credit card practices, have Increased in the past few years. Other sources of risk proliferation comes from the new 
legislative developmente, discussions raised during the presidential campaign, increased regulatory scrutiny and 
"guidance*, consumer advocates, state attorneys general, litigation, HUD, the media, and the internet. Risks are evoMng 
from "black and white' (are we in legal compliance?) to various shades of gray. 

Instead of simply asking vi4iether or not the bank is in strict compliance with the laws and regulations, management 
should also be asking Ts this disclosure or practice abu^ve, predatory, unfair, deceptive, or unsuitable"? “is it clear, 
understandable, and transparent to the customer?" ‘Are we taking a leading role in developing “Best Practice* 
disclosures, practices, and customer service goals?' The line between legal and Illegal should not solely determine the 
standard of acceptability. The standard should be about managing risk and understanding risk in terms of bank 
reputation, as well as industry reputation due to this bank's high-profile role. The focus should be on fairness, clarity, 
transparency, and customer service, not mere technical compliance. To be most effective, change must come from the 
top of the organization and permeate the corporate culture. 
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OTS COMPUANCE MEMO 7 


One example of balancing risk is the early Truth-in-Lwding cfeclosure. WaMu does not consider accuracy probl^ts in 
the early Tmth in Lending disclosures to be a significant problem "since it is not reimburseable” despite evidence diat 
there is a problem in this area and several requests frwrt »\e OTS over the years to improve the disclosures and to 
monitor the quality of these disclosures. Yet, conpliance management’s risk assessment update to ERMC regarding the 
good faith estimate situation states, “Per VOCALS, upfront accurate fee disclosure is our Home Loans customer’s primary 
concern. Inaccurate disdosure may cause customer di^atisfection, increased complaints, and reputation damage, ^so, 
there is a potential for regulatory criticism if not corrected * If the customer is concerned about upfront accurate fee 
disclosure, it se^s logical that they svould also be cow»rned about early disclosure of accurate APRs, payments 
streams, finance charges, prepayment penalties, etc. V^ile management claims that th^e is no reimbursanent risk, 
there is civil liability and reputation risk that should be acknowledged. 

WaMu management should conduct a state-of-the-art risk assessment to identify ail compliance risk and develop a 
method to weigh and prioritize th^, control, meaningfully report, and manage proactively the risks identified. 
Management should not depend on the OTS to identify risks and recommend controls. The Fair Lending program that 
has evolved under the guidance of Senior Compliance Specialist Mariana Rexroth is a good example of understanding 
the risk and developing a system to monitor and control the risk, 

SMAART FORMAT 

Since the OTS is now the sole regulator for both charters, the OTS requests that WaMu adopt the SMAART format for 
compliance management oversight. The "Working SMA/W^r framework, as detailed in the OTS Examination Handbook, 
categorizes the basic components of sound compliance management to include the fr^lowing: Systems, Monitoring, 
Assessment, Accountabllily. Response, and Training. By setting up or defining the compliance management functions 
and reporting to conform to this framework, it will r^ot only assist the OTS in evaluating the program, but it wll help to 
highlight areas in need of management attention. It would also be helpful to structure certain presentations in this format. 

For example, if the OTS examiner asks for a meeting on a process or specific area, it would be helpful if the presentation 
provided the foliovwng information; 

The bank's system of ensuring compliance with this area, 

How this area is monitored for compliance, 

How does ti)e business tine self-assess compliance and what is the audit function of this area. 

How is accountability built into the system. 

How have previous audit or regulatory concerns been responded to, and 
What training program has been developed for this area? 


EXAM FINDINGS DEFINITIONS lc* i,,. 

A wMhneM Idamified thal kno t oir ragutatoiv taticwB. bik ihav the ban k-a oo ^tna i ^ 

ve mad* in a consuKstfiv* h?le. Th^ may ba presented to manacemerit other vottaHy ^ m writEhe; btA wMigeh^lly; 
ririGil belncluded in the Report of lamination- Examiners reqt^ a written re^Kx^ dufrng ^ exarrikiation. > i 

■OfeMfyafrorwtrTayocmay ncrt'be reviewed dutwgeabseqoeirtwanihalions. ■ '.'>h 

A secondary concern tt^tilna ctgfecavft aettoh .. AWecOrrirnaiUrtton can become a CrWebrn tti tuture examihattona ^fauld Hsie . 
ei^iosive Increaw sf^rifficantty or ^h«r drc m nste h wtwarrant. Tltey may be included # the Ra^ of Ex^ihaljph arid meiiitionad ; 
:in Exit arid Board Maefirigs. &amln^wil teowisi aWrttten r^ponM from Mau^meid^irntg the examkwiloh. Management’s ' . 
actiwft lb addiesS'Raco m rrrenolBttoiw are reviewed at cubeequatii or fe»ltow-up exaniinalidrg;. ' 

A pfhhatv boncawii neauliihd cofrecirva actwh . CrWd!^a««dflmsuri«narizedinihe*M(^er& Ra(|b^ihg8bar^ il^(eHian''w 
'EX«n<nationiCbnclcRiipn:and pommerTts" eeetipn ibf the Raporl ol Exanrinatkm: vyarrant jiiicpeased' attention by Mai^ament 

of and .requite a wrtltsfl resporise. Thi^ m siib{act 10 formal fdlowrup by examiners and, if idtr : : .. 7 . 

iincorTeded,tnay;resuS'ln.strongflr.adkHVj:'fi;?.r.nti;t-rri"7.'. ; ■../..ui iun 



1 EXAM FINDING ly i.ir ; 


□ iObs^ati6hS?i:i 0 Recommendation ; 

: Oii Criticism 1 


Topic: Compliance Officer T umover Rate 


Finding; WaMu’s compliance management program has suffered from a lack of steady, consistent leadership. The 
amount of turnover in the Compliance Officer positions is very unusual for an institiJtion of any size and is a 
cause for regulatory concern. 

Action: The Board of Directors should commission an evaluation of why previously successful and effective 
managers didn't succeed in the position of Comf^iance Officer and make the necessary changes to 
support this function. 


RecOmm^nattfon: 
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OTS COMPUANCE MEMO 7 


EXAM FINDING 1 O Observation 0 R^orrimendatioh Criticism 

Management Response Requested 0 Yes □ Ko 

1 WaMu' 

MANAGEMENT RESPONSE □ Aflree O Partially Agree □ Disagree Enter Target Date: [ ] 

indiceae agree, pamat^- agree, or disagree. If you agree, provide an anticipated targalcialeJtXiBnpt^neRtallon. : : 

Ptttlafiy 4snM.‘:Ttte response should<^eMv^^thi^fK*>^i’tlltefindto^orreconsT>end^acUond»£9reedvsAH3s well »Utepodions^reed^te^ ^ . 

:OlSiyPBerTH respoise^ould c^ear^daniwWHl^tlfeieocSsa^eeinSfSwiBi rite finding or recommeridsd arrfton. and outline ai^ mttlgrdiirg . . j ;: i: ! 

.kii C^ceiTstahcesoraRernaiheiOKireeirfacfiontobepursued. < , v > „ • • v, , . . 1 1 , t 

RESPONSE {succinct response to findina / action) " 


CORF^lWE ACflON {provide is«>ecmc action steps planned, the assloned res{K>fisilrtemai»Qera ahdtord^jdMites fc^ 

1. 

2. 

3. 

WtesMnalon Mutual, bic. ~ Confidential 


EXAM FINDING 2 Hr* ' n .jiiiiOi Observation* 0 Recommendation* O Crttic^8m*^! 

Topic: Legal Requirements vs. Risk Management 

Finding: Managing a compliance program to meet the minimums of legal responsibility is not appropriate and 
doesn't properly assess or manage actual hsK. 

Action: WaMu management should develop and implement state-of-the-art compliance risk assessment processes 
that Identifies ALL risk, has a method to weigh and prioritize them, control them, meaningfully report them, 
and manage the risks proactively. 

Compliance culture and emphasis should change from "What are we legally allowed to do?" to ‘Is this 
practice or disclosure "fair* to the customer and does it support our customer service goals?" 

The relationship between the Legal Department and the Compliance Department should be reevaluated 
and an acceptable service level agreement be negotiated. 

Management Response Requested 0 Yes □ No 

1 WaMu' 

MANAGEMENT RESPONSE □ . Agree D Partiallv Agree . □ Disagree Enter Target Date: [ ] 

Man^WiientRe^nse/ hdiciuev^tti«'you««ree. paitiaityas^M.or disagfee. it you agree, provide ari anllcipatedtaroet date tw uni^entent^m..', v ^ 

:: FairtiiMyAi^ee;«Th«response shotdddewlyde^dial portion o( the IMiiig or recwnnandedac^nt) disagreed v4fii as welt as the portion agreed let. 

should clwirlydeftneVWY there te drsagreement wd|)M>eftidir>B or raooiTHnendeel actipp. arid oiuHina any mHieatkig . - ir; < < 1 1 , » 
s.k :;'oiicuii^ftnc^i:^^iKna^ve'a>ureao(.ae|ioRto bepursuod.5jT^^.,,.:. ii':; , 

RESPONSE (succinct response to Rndlnq / action) 


OOi^ECTIVE ACTION (provide specific action steps planned. Die asskmed responsible manager, and target dates for each) 

1. 

2. 

3. 

Wastnnqton Mutual, Inc. - Confidential 
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OTS COMPUANCE MEMO 7 


EXAM FINDING 3 


:D Oteervation ' B R^bmmeridatton □ Criticism 


Topic; SMAART Format 

Finding; The OTS requests that WaMu management adopt the SMAART format for compliance manageanent 

oversight. By setting up or defining the compliance management functions and reporting to conform to 
this framework, it vwll not only assist the OTS in evaluating the program, but it will help to highlight areas in 
need of management attention. It would also be helpful to structure certain presentations in this format. 


Action: Adopt the SMAART Format for compliance functions, reporting, and presentations. 

Martagemeni Response Requested 0 Yes 


□ No 


WaMu' 


MANAGEMENT RESPONSE □ Agree □ Partially Agree □ Disagree Enter Target Date: [ 


Managemenr Response: indic^e^<^theifywe^ee^,;partallYa9rM,<Kdi6agtM. Vyoo^aeiprovkieiananlia^ed^irg^ddeTor i^faen^ 
Partit^ AgTM: Tlie respmse ^ouM dearV define (hat portion oT the findmg or recommended action disagreed wilh as well as ^ portico agreed to. : : 
Dfti^fnK The response should cteaity deTtne WHy there ts (MM grao i n er M wifi 9>e fining w recornhwidirt abiion, atKf ouitlne any ' ' 

.j • ; dfctim^ancas or ^eitefive.cpur^'tf adionto be purstied. ■■ .-’n;:':"' 


RgSPONSE Isuccinct resporrse to finding I action) 


CORRECTIVE ACTION tpfovide specific action steps planned, the assigned responslbte rnanager, and target dates for eacM 


WasNngton Mutual, toe. - Confidential 


EXAM FINDING 4 


□ Observation S Reoommendatioh i D Criticism 


Topic: 

Finding; 

Action: 


Management Response Requested gf Yes □ No 


WaMu* 


MANAGEMENT RESPONSE □ Agree □ Partially Agree □ Disagree Enter Target Date: [ ] 


W^i^jMenenrRMpemse; Indicaie whether you egree. paitiattyfarKee'. ordBacree.: tfybueigrM; provide an ahticipaled.larg^ (Me for 
Rnrtf^ Agree; , tlie response ^ouid clearfr define thef porton ^ ^ reboimiehded .action disagr(^ vitilh as vydl as the ^potion ^rOed M 

Dis^ftw: The response should dearly deTme VWY. there ts dsagreemenl wdb (he. finding or recommended, aclton, and «itbne any mif .. 
oicumEiances.or aHemafivs.course.r^^aclion lo bepursdsd.: 'Ju- Vr.vr'i 


RESPONSE Tsuccinct response to finding / action) 


CORRECTTVE; ACTION fifrovlde specifle action steps planned, the ass^ndd responsible manager, and tafg^ dates f<fr each! 
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OTS COMPLIANCE MEMO 7 


EXAM FINDING S , ^ S Obsimra^h g Rgc^mendation □ Criticism 


WasWnqtwi Mutuat tnc. - Cwfidentiat 


EXMS FINDIN05 " ^ OiOb^hi'^cm Q Recorrtrrtend^on □; Criticism 

Topic: 

Finding: 

Action: 

Management Response Requested □ Yes □ No 

^ WaMu* 

MANAGEMENT RESPONSE □ Agree D Parflally Agree □ Disagree Enter Target Date; [ ] 

;Man4^Mmumri?«a)M?nse.* indicate whethwyou aoree. partially agree, or dls^ree. tf you ^ae, an anliejpat^largai date-ftv impl«neMeticm. ; 

:i%0ef^Aiprw;‘ i1^ ctoaf^ deAnelhatponiondftlwamlmgwreconmended aclk^ndisagfead vsdtha&w^aslIm poftkM^reed to. iu ,1 ; . 

' OUg&gft't: The r^ibnea thi^ dea%defi^Vtfi^l>tere Is disagreamarrt wiSifhefindktg or recommend ai^ outUne uyinttig^iRg V ^ ;;;tf .ijiii 

V:'; \-^«Mijtowe(5«allemattreoourse'ctf'actlontobepufaied. " 

RESPONSE (succinct resDonse to findma f action) . d.: 


CCX^RECTIVE ACTION (provide specific action steps' planned, the assigned responsible manager, and target dates for each) i 

1. 

2. 

3. 

Washinaton Mutual, inc. - Confidential 

EXAMFlNOINGfi □ :ObMrvatioh${:T iiI3i Recorfimendalion □ Cdticism 

Topic: 

Finding: 

Action: 

Management Response Requested □ Yes □ No 

1 WaMu' 

MANAGEMENT RESPONSE □ Agree D Partiafly Agree ■ Q Disagree ' Enter Target Date: f ] 

MenaffMnent ResponM." indiCale whether yt>u.agre«.badia^'a 9 ee. or dis^ree. Ifyouagret; provide enticipaledUirgel dade fnl^lernerdalK^;^ ‘ 
Parity ^^ree; responeeishotdd cleerly define ’datpor^ of iMfiriiMng or. recwnroendedaclbn disagreed v4th as vvellasfhepot^^iread to.; - v;;; 

Dfs^giree; The respond shwld deady deTtne WW fiaere is ifieagreoiffteni wifii Wwfindihg w recprnrnended action, andioutliiw any fftfliga(it>g;i: 

ctrcvmsiancee « aOemativeoouna of aefion io be.purSuad. iliin; r 

RESPONSE (succinct response to finding /action) 


: CORRECTIVE ACTION (provide specific action steps planned, the assigned responsible manager, and target dates for each) 

1. 

2. 

3. 

Washinqton Mutual, inc. - Confidential 
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WMS, WMBftb 
January 2007 

Safety & Soundness Examination 
OTS ASSET QUALITY MEM0 16 


DATE: 

TO: 

FROM: 

SUBJECT: 

CC: 


June 19. 2007 

Joseph Mattey, Deputy CCO, Portfolio Strategy, Credit Risk 
Rosanne Sinclair, .Examiner, OTS 

Aitowance for Loan and Lease Losses on the 1-4 Single Family Residential 
LMn Portfolio 

Ciiffc^d Ros», Chief Credit Oflicer, Credit Risk 
Cathy Doperalski, FVP, Regulatory Relations 


aACK«teyt»t Nro t> MATio M 


The ABovance fex Loan »xj Lease Loss (ALLL) is only provided k>r loans in the for kwestinait pcxtfoBo; a credit 
reserve for loans in the held for sate poftf<^o is provided through the lower of cost.or mark, w^ich is rK)t 

the subject of thb rriemorandum. WAMU oirrentty h^ data constraints that restrict its at^ity to estat^sh ^ intern^ 
mod^ using bai^ spedfic performance data. As a resi^ WAMU utilizes the Loan P^fcxmartce Risk Mod^ (LPRM) as a 
basis to derive the ALLL on the 1*4 Sngle Family Residential (SFR) loan poitfofio. WAMU recognizes that LFRM data 
may not be r^Mesentafive of ks current mortgage portf^, so WAMU caCbrates LPRM to reflect its e)^>eri«rce. 

Afl^ toe model has been cafibrated, the model is vaBdated agaia The LPRM model is the oi^ v^^dor in the todustpr toaf 
gathers tNs type of mortgage data. Otoer institutions use the LPRM model to stress test ti>etr reserves and test tir^r 
internal models rather than as the sole bads for deriving ALU. reserves. 

In addition to the aforenwiboned number-dnven ALLL fafiocated reserve), WAMU holds an imailocated ALLL res^e toat 
can range ft^ 0 to atHxmximateiy 20 percent of the aUocated reserve. 7>^ unallocated ALLL reserve is driven by a 
scorecard of macroeconomic fectors. At the fcne of our review, the unallocated ALLL reserve equated to 14 p^cent of 
the allocated ALLL reserve. 


VWh regard to prime mortgages (other than Optkm Adjust^e Rate Mortgages (ARMs)), sub prime mortgages. Home 
Equity Loans (HELs) and Home Equity Lines of Credit (HELOCs), the LF^^ modd appe^ to fit W^4U specific actud 
data fdrly weli altorx^h there are areas for improvemerk wlh regard to model validation and calibration. However, wito 
regard to prime Option ARMs, since the data set used by the vendw to develop the n>odel does not indude any s^ntiicant 
data on these products, the model does not fit some aspects of WM4U’s actual data. This is particulaily importait since 
AF^s C(x^$titute over half of the prime mrxtg^es hdd few investment at WAMU. 


gXAilF0«OINOSOI»Nm6^ 


0>sihw<ai#4weiHaiats»eiiis6^ T^eayaep^wpi,.,^. , 

ikMbeliRSlw^feeMlIiii^iilorCiEMiiaeieii. Ea^OiereMaMiifyfeeBlfpit'e* 


'» OHfahw fe Mtee eikti ilDf 1 1 »houM riik 

.iw eraMMAMiBn end menSonM 



and >ie BeejdoT^aaU ehtf tegulw ■ wiMw> Mbject tt bfcwNip K ^yrpinwm 

uMpneetaA rMyiMuRbt'Mwgwvceon. 
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OTS ASSET QUALITY MEMO IS 


EXAMFINDINSI 


□ Obtefvtton B RiwoiftmtiKteltoB O CfWctWft 


Topic: CaiU»^n ami VaBdalbn ^ Op6on ARMS 

Findif^: Hiero am some ^^mafies do not appear to have be^ diminated by cafibra^. WAMU caS>rafes 
the LPRM mod^ by s^ng 'dials" within the model to match Its actu^ p^ormance data. However, based 
on the review of d>e restdts of the calit»3ted model versus ac^ai data, the most signHicar^ was the 
fotlou^g, the ma^^de of vmich would typically r>ot occur in a mod^ that has be^ calbr^^ to match 
actu^ data: 

* VY<d^ r^ard to tfte tran^ion component of the model, ca&vabcm sbicSes show model foreca^s of 

prepayments on Option ARMs are much higher than actual prepaymer^. Specificaliy. 66 percent of 
Optitm ARMS that currerS v«re fnecasted to prepay wiSvn two yesss, but only 32 percent 

actually did prepay. Pr^yment errors ^ delinguanl Optkm ARMs were simBar. These high 
pi^a^^ rtf es can restft in a level of allowances bek^ mat which is supp<»ttf}te. Hie pre^^nent 
rates 'm other portfolios am much more accurate th^ those for the Option ARMs. 

• Manag^ent indtcates that in order to compensate for this, it ad^sts the ditf for de^ulte so it Is higher 
than actutf . and esiniates that the total effect on the reserve w^ikt be die same as if die modtf vrare 
caKbrated ^ prepa^n^ speeds on Option ARMs. Further, man^ement indicates they are 
concerned with ’oveditting" the model by moving too far away from vendor settings. However, as we 
indicated in Mr meeting with management, we are concerned wtdi potent^! adv^e stfecUon (\.a.. 
blowers that do not have the creditworthiness to prepay r^resenting the rem^ing i^ns). coupled 
wdi die fact that the calibration and validation data is b«»ed on only a two-year period bas^ on dd 
data ^nom 1d^. 

Action: Man^ement should either (a) adjust the appropriate "diar for prepaym^its within the LPFtM modtf so tiiat 
cafibrtf ed results are ki line adutf results for prepayments on Option ARMs or (b) quandiy die ki^iact 
of actual vosus prelected pr^yments on Option Aleuts Onckiding the impact of any advise stfection) 
and have written quanttttfh/e tfi^is jusfif^ng die comptftfiMlity of adjusting other "dials* widiin the LPf^ 
modd to oomp^stf e ior prepayrrient mfs^s on Option ARMs since ac^jsting different dials used for 
differs! purposes can potentially resist in "noise* oi the model. 

ManagementRespomeReguested 0 Yes □ No 


91 WaMu- 

ai*an* a P«i1l«MY Aaf. □ Ptwanw En^T»rB«« t^pg3'lgOM} 


.wamiiiiy'eiwr ‘n» Nj^apaa-PNMUI 


U- t'fiu ti i iwipH w i ntoi n i i. 

• SwtpMesAerSw Inaspf er tarnniimqiti<|-ffy eib as etfj.aa’ttepeiiqft agaedta. 


k'ii^idl^^taatniUsd. 


Management agrees thtf caiforafion of LPRM for the Option Arm portfolio has focused on direedy mateNng predicted to 
a^jtf loss performance outewnes, and has not explicit focused on indireefly matching loss outcomes thicMj^ 
ca^xation of pr^a)mi^t performance. Fiffther. management contends that to these two forms of cal^Haticm wBI restft m 
ess^ttiaily equival^ loss estimates from the modtf , but that the tat^ form inv^i^ ^^pa^ment calRpradon may immtve 
die greatest risk of antrodioir^ "nwse* into the model by virtue of the more substantia) stix^tural changes to die 


ur^erty^ 

06wttClwfcACTK)W(pwvW«»p>ci<lc«e8e«>ttw«pl«nritd.tti,«»,ian,aB»it>aiwllil»iBanM»f.»ti<liitB«taM»«tor»»5r 


1. WaMu wiP conduct a tormal analysta of the two forme of calibration for determining Option Arm expecteri loss rates. 
This analysis wBI at a minimum justify the comparability of the two potential model calbration forms as per adfon 
item (b) above, or else sifoport adopting the later form of calliration as per action Hem (a) above, Re^nsibilHy for 
calibrations belongs to the Senior Manager of Credit Model Validation CTBO). and Ihe responsibility for valdaHons 
belongs to the Senior Manager .Enterprise Risk Governance. Responsible Mgr. Madek DIugosz; 12/312008. 


Washirrflton Mutual, Inc. - Confidential 
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OTS ASSET QUALITY MEMO 16 
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Topic: Constraint 

Finding: As man^ement is aware. Siere at data constraints at VJAMU ttiat the ability to adequate 

c»iS?rate the LPRM mode!, ^ well as hamper the abHrty to develop an in^rta! model &s 

(1 ) The time periods us«J for calit»3tfon and validation of foe LF^M moc^ are often foan foe 

horizons. For exanple. for prime Option ARMs, the calforahwi and vadidaSon was done for a 
hw>-yea^ horizon; hovrever, foe reserve horizon fo fcair years. Fw t^her prime nxir^ag^, foe calforatiai 
^ N^iidafton was p^ormed for a two>year hrxizon versus foe res^e horizon of four years. For HE.s 
and HELOCs, foe caRbr^ion and validation was perfonned for an eighteen-month horizon, wWch Is half foe 
tiwee-y^r revive horizon. For sub prime, the validation and caifor^n period was commensurate w^ 
the reserve hcaiasn. 

Management indicate that foe aforementioned time horizons used in the c^ibraiion and validation of 
prime loans was due to foe sale of non-performing loans (NPUs) starlir^ in 2002 and thus data was used 
prior to fois time period since these sales transformed the timing and magnitude of charge-offs. 
Manag«T«nt inrficales that the afwementioned time horizons used In tire caiitwation of HELOCs and HELs 
was due to ACLS conversion anomalies and resulting incomplete account fo'story and thus only p(^t- 
(xmver^n data was us^. Furfoer, tirere were data constraints with regard to not havir^ lo^ level 
^aige-off data. Management indicates they have commisskmed a new calit»^on and vaiida&>n ^dy for 
prime and HELS and HELOCs using (fifferent time horizons. Furfoer. management indicates they are 
currently cc^^ng loan level chcuge-off data for prime loans, and that coHection of loan lev^ charge-off 
data for prime, HELOCs and HELs started in the first quarter of 2007 and will be hcorporetod into tire 
second quarter 2007 ALLL analysis. 

(2) F<^ foe prime mortoago portfr^io, the validation and calibration sample is based on data foom 1999. 
Management indicates that data is used for tttis period because it is the late^ period for which th^ is 24 
montits of performance Nstory. in 2002. .WWi4U began sellfogNPLs which markedly tiansformed the 
timing and magnitude of achial net charge-offo in the period from their initiation to now. ^ 

For Specialty Mortgage Firtance, Long Beach Mortgage Company, HELs. and HELOCs, the calibration and 
validation sample is based on data from 2003. 

Our concern regarding the above is tire use of old data for calibration and validation purposes; however, 
we acknowledge that ongoing and updated validations are scheduled ftx HELs, HELOCs, prime, and sub 
prime mortgages during 2007 (according to a February 27, 2007, Credit Risk Committee document 
entitled: *ALLL Model VaKdation Inventory and Prioritizatkm Schedule Summary). 

(3) The available data does rtot indude separate measurement of actual losses on static pools; net 
charge-off hbtorical data is avaflable only in more eiggregato form, commtngiirtg of losses pocris 
outstandng at tire beginning of any given period vsnfo losses ftom loans subsequently acqiarad into the 
p^c^o. ideally, there should be a comparison of projected to actual net charge-off cumulative toss rates 
over multi-year periods (as long as 48 months) for those static pools of loans outstanding at the beginning 
of various pmjectiw periods. 

As indicated above, management has started to coHect io^ level charge-off data which shc^rfd focaittate 
this. 

Action: ( 1 ) The time period used in the calibration and validation should be commensurate with tire time horizon 
used for ALLL reserve purposes. 

(2) Perform updated calibration and validation stodies. 

(3) Begin to separate actual losses for multi-year periods as tong as 48 monfos for static pools of loans 
outstandif^ at foe beginning of various prelection periods, witireut commingifog losses from loans 
stfosequentfy acqiired in the pwtfc^io. Use tWs ^formation to perform updated caRbration and \te!idation 
studies. 

Management Response Rec^stedf 0 Yes □ No 


’ "Vatidatjon of LPRM for SFR and SMF." Apnl 2005. 
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EXAIIWWHIiai B ObMfvttlon' □ R»eommK<l»»on* □ 

H WaMu* 

B □ WWBWW inUrTagmaiW: t9»3W2e06l 

Wwp^ir 

WE BP ^ W B fei tflOClBietiw^^ ■ - - - ; -J 

CwTBntiy, all portfofios u^ng ^ LPRM mMidi are utSizing a 3 year horizoi of mod^ed ioss-f^ reseive pi^poses. 
ManagemenI agreee th^ va&iation and ca^ratior^ studies of LPRM should use ttie same 3 yeaff loss Ivkizcm whene\^ 
suKabie data is ava^i^ile to do so. Hcm«ver. Management befieves that in cases v^ere si^ble data are not available for 
the ftii res^mg horizon, usmg the lor^esf avaHable horizon is an acceptable and neoess;^ att^ative. 

Recef% cxxnpieted valid^ion/caiydration studies for ttte bodi the siA)prime and home equity pCHtfc^ios have used a 3 ye^ 
hc^on in tt^ analysis. Moreover, ttose studies utilized loan level charge off data as per itann (3) above. 

As also indicaled ^ve. a Prime vafidation study is sdteduled to be completed later v/hidi also se^ to 

uti&ze lo£ui levd di^e off data. It is not known at tNs time, however, how complete/suitable this data vwH be for such 
purposes, ncr is it known if a KJitabie 3 year h<xizon of performance outcome vrilt be available given NPL sate 
ccmtamination (see per below). 

Ail of tile major portfr^os ^ subject to re-validation at least annually per the Enterprise Model Vatidation Stai^taid smd 
the C^porate Credit Standards 232. 


COftMCTIVEACTIOir(>re«4deto»dfeaeti^atw^p4ieK»cLth»assioftadfi»aemtfateinawaoaf.ai^tir^da>ssfore»^ 

P^form an updated validation sti^y forthe Prime portfoiio ustr^ a horizon as dose to three years as data permits as v^i 
as tncorpor^ loan level charge off information. If neiti)^ a Ml 3 years of data or loan4evei charge off data are found to 
be suhable, docum^itation ard analysis wil be prowded as to the lack of suitabtiity and effects of usir^ such data. 
ResponsH^ for calibrations belongs to the Server Manager of Crectit Modd VMidation fTBO). and the re^>ondbiSty for 
validations betongs to the Server Maimger -Enterprise Risk Governance. Responsible Mgn MacMr Dlugosz; 6/30/2008 
Wathingtoo Mutual, Inc. - Cimfidential 
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Topic: Performance T racMr^g and Reporting 

Rnding: tt is rnst dea^ whether WAMU has a regdar backing r^>ort that mea^iies p^ormance of the modd. We 
requested this of r^>c^ but received only a graph. Management fodicates they rdy cm vafidatk^i and 

calibration shjc^ for tNs purpose. Howev^. there shodd be a traddng report on at least an amnual baas 
dnce validation atfo caibration studies have been performed i^ oiten than annuaity. 

Action: Prepare a report on at least an annual bads that tracks model forecasted losses versus actual net charge- 
0 ^ over tt^ appropriate tmie p^iods. 


Managem^ Res(Kmst Requested gf Yes □ No 


WaMu* 


a Amw O O Wttn 

itiiiiift tie SndRB 9 leciiweindteaclee. Wttf edMee eny-eMeiine 


M^agem^ agrees that tracking of modd performance should be conducted at least annu^. As indicded dmve, foe 
Enterimse Modd Validation Standard and the Corporate Credit Standards 232 requires annual upddes to vaidaticm 
dudi^ Also Indicated above, some of these studies have only recently been completed or are scheduled for completion 
titis yea^. WaMu's Enterprise Model Governance group maintdrrs a Vatidation sdiedde for these models as well as the 
vakfoticm results documentation. 


COWd6tftlVg>C7lOWfg< w< d>aae cl >caa>oa'<awepta n t>e d .t^aaeten>dri e aMiei bb man>gef.andtaiq>t<fotwfareach> 


1. Management Mill adhere to ocv approved. Irttemal documents (Inciut^ timetines) established for model \^lidation. 
Responsibiity for vaSdatkHis befongs to the Senior Manager -Enterprise Risk Governance and is ongoing. 
Respor^foie Mgr Madek Olugosz; 12/31/2008 

2. Management wilt maintain a summary document comparing LPRM estimated reserves and actual charge offs. This is 
the responsiUrAy of the Senior Manager of CredK Reserving and will be ongoing. Responsible Mgr <T60); 
12/31/2008 


Washington Mutual, Inc. - CorrftOential 
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Exmrmmna4 


H Ob— rvtteft □ tocommudMiOR D Crtlictem 


Topic: Non P^CN^g Lc^ Sales 

Fmding: As indicated above, W>^k/IU staled seStng NPLs fai 2002. Hov«\«r, the c^iiMation and vafidaiiG«i data fcv 
prime loans ts pri^ to tNs timeftame. Futti^er. ti^re is asrently scacA data on these NPLs. Management 
indlc^^ that since tt^ese loans were sold vwidi servidng ^eas^, uttimate cteposidcw^ of loans is 
not knovm and there is no stror^ e\ridence of any biases legarding NPLs for ^rposes mserves. Further, 

maftag^nent kidic^ed th^ they did not have loan level loss data. 

As these sales are an ong<^ p^ of asset qu^ity managem^ man^ement needs to perform a de^r 
analy^s loan sales irtckjdng but not fimited to such ttems as loan attribUes, dellnquei^ status, 

loss on sale. etc. This ^formation needs to be irKluded in the anafysis to determme the overaS loss 
severity and transition compomnt ttiat is appropriate to be used in the LF^M mod^. 

Actiion: Fcm* each a^H^lic^ile ban product t^e. gather and analyze data for NPl sales indudir^ but no! fimited to 
sud^ Hems as loan attributes, deiii^uency status, toss on sale, etc. This inflwiation should be induded in 
the analyds to determine the overaii loss severfty and transition c^ponertt toat is a^ropriate to be used 
in the LPRM model, as well as used In calibration and validation studies. 

Management RespMwe Peqtmted 0 vee □ No 


WaMu* 


g iiyae g PaniagyAafee □ tntaam BiierTaiaMPaiMttiaoiaoogl 

. lfytwag»ee.'pw>Me>i nS i fp ili 1 lagetertii» i ti » ^ ^ 




j^i||^WMh>|^tebijBW!MB«e^|aht>e<ndlneorfeoe w ii wr aedic>B»i. awl tw^wanyroiloiinc ■ 


For the avaiiable data on NR. sdes. analysis can be perfumed going forward to determine the relevance of these sales 
to toe mode&ig process. However, because of the irregt^arity of the NPL sdesfrom period to period, it may not be 
practical or priid^ to calibrate the LPRM model for loss severity based on these sdes. 


dowteCTTvf^ tpfovwa spacWcecdoft ati^ plifMWd, lha s aa i amd leepowdMa maniio^, wsl tar^ datMfy oach) 

1. Analysis wifi be performed on available ^^L sales gomg forward to determine toe relevance of the sale data to the 
modeSng process. This wifi be the responsibifity of the Senior Manager of Credit Model Validation to be completed no 
later than Q4 2008. Responsible Mgr CTBD); 12/31/2008 


WasWnoton Mutual, be. - Cenfldantial 


EXAM FWi P I I I Q t H D ^ ecomBwwtdatfon D Critidlw 


Topb: (^dressing LPRM Modd Shortfalls 

Findii^: As man^ement is aware, toe LPRM model has certain shorlcorrttngs as fc^ows: 

(a) . LPRM uses toe FICO score at origination.' thus, refreshed FiCO scc^s camnot be readily toco^CM'ated 
into toe model. As mai^agement p^nts out, (tola is correlated with d^nquerKy status, which is 
irtcorporated in the model. Further, management indicated they are not convinced that refreshed FiCOs 
vmuid prowie aiy %ided benefit frv modeling purposes. Howe^, a refresh^ FiCO scc^ would include 
addfiionai data beyond delinquency status because the score uses about other credit relationships. 

(b) . Most toe sample used In the LPRM model is from 1 997 and lat^ and \rirtually rxme of the data is 
drawn ^sodes of severe housing declines. Further, sudained periods of above a\»rage or below 
average house appredatkms are in^i^obabie in the mod^. However, these ty^s of periods are dearly 
ewd^ in adud Office of Federal Hou^g Enterprise Oversight (OFHEO) data. 

WAMU recognizes Ws and fras augmented the LPRM modd by using a mbdure model of house 
appredation. Specifically, WAMU has estimated a logit modd for sustained downtisns in the hcsusing 
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gJwitPWPWWS g ObMrVttoft D RtcoHMiwichrtion D Crtticsttn 

market Management indkart^ they believe they specified a severe dowr^m as a 15 percent decia^ in 
pnc^ in a pedod. Hcm^ver , given that ORHEO data fw certain geogirs^^ regions 

show 22 p^cent or more declines in housing prices in the eady 1^'s. we recomm^ a severe 

shock be appfied ^Qier k\ aggr^ate or for certain rn^ropcrfitam stafii^ical areas <MSAs) o* statKiard 
metropoiftan st^stical areas (^ASAs) ot other appropriate geographic delineations over a sustained 
padod (e.g., five years) for purposes of ^ess testing adequacy of ALLL reserves. 

Managemertt indicates that with regard to stress testing, they would not likely be using the severe stress 
tesfir^ fiK purposes of bo^^ reserves for finartcial statem^ pi^po^. V\^le we fiiat tt«$ type of 
stress is u^ mme ^ purposes of economic capita, do want to brmg to maiagem^s 

attei^ion that a robust and reascmable stress testirg that covers fiie di^rfixifion of e)q>ected loss m 
appr<^ate for res^wng purposes. Further, the impMtance of this issue is h^ht^i^ dnce it is imdear 
how accurate the LPRM model forecasts are since the mode! data set has not gone through a severe 
period of sustained Housing dedries. 

(c). As kicficated i»'evioudy. few. If any. lo^ used to construct the mod^ are Option ARMs. Thus, the 
mods^ was developed u^g data tai did not include payment shodcs as targe as ttiose that are ix^ssibie 
to be faced by <^>Uon ARM borrowers (including parent shocks of 1 00 p^xsnt or mr^e). In ^is regard, 
^rUially none the shod(s in tt>e LPRM model exceed 30 percent. 

Action: (1 ) Hie it^s in (a) ^trough (c) above wm^ need to be addressed by the tNrd party vendor, not by 
WAMU. We encourage WAMU to use Hs standing in the industry to encoirage the yend<x to address 
these issues. 


(2) in iieu of the vendCN* addressing the issues in (a) through (c) above, vtre recommend mat WAMU 
commit resources to address ttiese model shortcomings. 

Management Response Requested g} Yes □ No 


m WaMu’ 

HAH i ^o i H i m TwiijeinK aAni— a □ PteMw EmwT>nmmto:[i20iao^ 

ilesysiswsl|NiHa<r:Si<eii»,f^^ yo u a g we . orsiwy. gyDsaye»ti#il(isae‘ inW p>li M'i wii a 

I' t l h tw rWias aiUb n , end ouane any mW seS na 




(a) Management believes the current method produces abrogate reserves that are appn^riate. Management does 
not neoessarity that the use of updated FICOs is a priori the prefer^e modelmg strategy for setfing an 
aggregate reserve on a large portfoTio of loans. A presumption is made that updated scores will better forecast 
mortgage loss p^ormance by mdudir^ information aboti other credit relationsNps. However, we are not 
awae of empiiical evidence that demonstrates this proposition and it may be impossible to disentangle tfie 
endogenous effects of past mortage performance to danonstrate the true effect of other credit rela^sh^is. 
Management believes that the costs of pursuing a modeling strategy must be weighed against the benefits, and 
doikits that this strategy wiH meet a cost benefit analysis. 

(b) Mans^ement do^ not agree that the use of stress house price Emulations in the current reserving process 
imiits house pace stresses to a 15 percent decline. Sped^iy, the stress ccmdition is a 3>year cumulative 15 
pem^ average house price decSne (5 percent ptfanraan), with simulated variation about that average. These 
stress EmuSafions indude hcHise price decfine scenarios well below that average value, inckjding hoi^ {imce 
dec&ies exceeding 22 percent The results of fiiese stress scenarios are then probabifity weighted the ^love 
menfi^ied iogit modd for predicting a 15 perc^ house price dedme, and management bdieves thstf probabifity 
wek^ to be substanfiafiy farperthan a w^ht based on the iTKire remote 22 percent dedme scenario. 
Furthermore, manag^^ does not agree that scenarios that indude stresses over "sustasied period (e.g.. Hire 
^ars) for fnirposss of stress testmg the adequacy of ALLL res^ves' are apprqpriate for finandal statement 
{Hirposes, as Uiat would transcend ttie current reserving horizons. Managem^t agrees ttiat it is finportant to 
indude a reafisfic representafion of the posstbie house price dedine v^ues In calculating eiqieded and 
b^teve this is met reason^^ by the current process. Management also ^rees ^at more eidendve stress 
testing is most ap^irc^riate f^ determefing capital adequacy rather than for ALLL puiposes. 

(c) Management agrees that severe payment shocks are ^eiy undenepresented in model development data, both 
due to fewer Cation Arms and kiterest rate envirorwnents eiqjerienced In recent years. 
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i BCAMftWWiBS 


1. WaMuwilejcpIoreallemalives for measuring the impact of extreme payment shook in Option Anns. This will be ttis 
responsibifty of the Senior Manager of Credit Model VaSdation. Responsible Mgr (TBD); 12/31/2008 


Washinotofi Mutual. Inc. - Confidential 
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From: 

Franklin, Benjamin D 

Sent; 

Sunday, June 03, 2007 9:08 PM 

To: 

Dochow, Darrel W 

Subjeet: 

FW; Comfiiance rating 

FYI 



— Original Message — 

From: Oartc, Mary Suzame 

S«Rt: Sunday, June 03, 2007 4:47 PM 

To: R’ankiin, Benjafnn 0; ArcNb^d, D 

Subject: Compitance rating 

Considering the meeting on Friday. I'm of a mind to go with a "2". I'm not up for the fight or the blood pressure problems. 

I continue to stand by the feet that they are not "Best Practices" and it should ha\^ been brought to Ron’s attention since 
he has stated that they are. I feel that it was not good that he "threatened" to move Comf^ance to Legal (making the 
situatton worse). I don't toink toal cutting off ycKir nose to sjwte face is a very gcK)d management practice. 

He also brought in the discussion of Dick's competence to the discussion of why there have been so much turnover to the 
position, ever though its not relevant and I never stated he wasnl competent. 

We are going to have the same battte the complaint memo, atthough I sfill stand by the findings. Since we weren't able 
to do a s^arate evaluation of the process, they wiR fight H. It doesn't matter that we are hght, w^t matters Is how It is 
framed. And all we do is point to the pile of complaints and say there is a problem. I found out recently toat the 
Providian CD holder mess was an offshore mishap. And once again i wasn't told about it. 

So with our continuously limited resources, we will never be ^te to do a deep dive and never have the informatton to give 
them the *3* rating. They aren't interested in our "ofwnions" of the program. They want black and white, vitiations or not. 

Today was the first day of the compliance conference, and aR the speakers touched on reputation risk. I toink I'm ahead of 
my lime and i know this is a problem at WAMU. But they aren't interested. I feel like Darrel and our training ahvays 
emphasi 2 es "Best Practices" but when it comes down to it. we don't have the resources to show the risk. 

I will be back on Thursday to discuss this. 


i 

I Permanent Subcommittee on tovestigationsl 
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Re: wamu appraisal review 


rage 1 oi ^ 


From: 

Sent: 

To: 

Cc: 

Subject: 


Polakoff, Scott M 

Thursday, November 29, 2007 3:14 PM 

Dochow, Darrel W <dochowdw@ofifice of thrift supervision.com> 
Reich, John M <reichjm@ofl5ce of thrift supervision.com> 

Re: Wamu appraisal review 


Darrel - thanks for the update and, more importantly, handling the situatiim appropriately. You are doing a superb job as 
Regional Director. 

John - this e-mails provides an update on our etwlier discussion today. 

Thanks 

Scott 

Scott Polakoff 


Sent from my BlackBerry Wireless Handheld 


— Original Message 

From: Dochow, Darrel W 
To: Polakoff, Scott M 

Cc: Ward, Timothy T; Quigley, Lori G; Franklin, Benjamin D; Johnson, Mark W; Hendriksen, James A; Bowman, John E 
Sent: Thu Nov 29 15:10:19 2007 
Subject: Re: Wamu appraisal review 

Scott: 

I just talked with kerry killinger. The outside law firm doing the investigation is and will report directly to kerry and he will 
make everything available to the audit committee. Kerry is actively engaged as is steve frank, audit committee chair. 
Outside law firm expects final report in mid january, I am much more comfortable now. 

Darrel 


Sent from my BlackBerry Wireless Handheld 


Original Message 

From; Dochow, Darrel W 
To: Polakoff, Scott M 

Cc: Ward, Timothy T; Quigley, Lori G; Franklin, Benjamin D; Johnson, Mark W; Hendriksen, James A; Bowman, John E 
Sent; ■niuNov29 13:36:51 2007 
Subject: Wamu appraisal review 

Scott: 

As we briefly discussed, we are trying to leverage, to the extent appropriate, the internal review being done by wamu and its 


Permanent Subcominittee on Investigations 


EXHIBIT #40 
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r ^ Vi i 


external law finn relating to the nyag appraisal allegations. I am not yet comfortable that we can leverage as much on their 
review (mostly a quick review to bolster a defense fca- Uie main allegation of collusion) as 1 had hoped given its scope. In 
addition, we need to be able to defend that we have done €wr own ind^ndent examination. 1 understand confidentially that 
Steve rotella has told kerry killinger that he was hoping ots wtmld simply endorse/confirm their conclusion ^d is now 
concerned that ots has not geared up as fast as desired and does not have sufficient resources to have a quick conclusion. 

Thus, I have a call into kerry kiiUinger to discuss our desire to folly leverage their review as appropriate, and whether it 
makes sense for their audit committee to be the focal point fw their review, especially since the genera! counsel’s office is 
now a target of the review. 

On tuesday this week, rotella was already comfortable foat he understood the conclusion that dieir review would yield (no 
collusion, damaging emails from eappraiseit and some Joan personnel, but isolated and not reflective of collusion or a 
breakdown, and taken out of context as nyag looked at only 8 instances out of hundreds of thousands, and in those there was 
actually a adjusttnent down in value by the review process. Rotella expects final of their review in a week or two. Rotella 
also implied that conversations are occurring indirectly by their their outside attomies and die nyag office. He sees cuomo as 
wanting a new appraisal standard/controls that wamu would support. I reminded rotella of the understanding wamu had with 
ots on conversations with nyag and he said he understood, and that no direct conversations or negotiations were occurring. Is 
the appm’ent indirect discussions consistent with the protocol they discussed with ots Washington dc? Rotella is focused on 
getting the nyag to stop "throwing bombs" and to quickly get wamu in a better position, hopefully wifri an ots endorsement 
that their was no corporate collusion.. He feels the rest of our review relating to the other third party appraisal firm (!si) etc 
can come afterwards. 

Confidentially, I am also watching closely cost cutting actions and have discussed my expectation with coo Steve rotella and 
chief risk officer ron catbcart that risk management remain strong and folly staffed with an appropriate budget. This was also 
a matter for the board's attention in our report of exam. I am seeing hints that coo rotella is not a strong supporter of chief 
risk officer ron cathcart and is using the appraisal issue to undercut/move out general counsel faye chapman who has 
challenged him in the p^et. The fact that coo rotella runs the business units, was the champion of cost cutting and use of third 
party appraisal outsourcing, and continues to downplay the various business units’ failing (compliance, bsa, flood and now 
maybe appraisal) by diverting blame to others (risk management and now counsel) leaves me uncomfortable. 

The regional exam and enforcement staff are working diligently on our review. We have not yet been provided any written 
findings from the wamu review. 

Darrel 


Sent from my BlackBerry Wireless Handheld 
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February 27, 2008 


Board of Directtns 

Kerry KilimgBr, Chainnan and Chief Executii« Officer 

Wasiiingioa Mutual Baidr 

1301 Ssccnd Avenue, Beattie, WA 98101 

Board of Directors: 

This Idter is to advise you (bat the Office ofThtid St^iervisioo (OTS) is adjusting downward the 
composite rating WasUngton Mutual Bank (WMB or Bank) Bmn a ‘7’* to a “3,'' effective 
today. We are also adjusting the Asset Quality rating from a “2” to a “3,“ the Eaxnii^ rating 
from a “2” to a “4,” and the Liquidity rating from a “I" to a “3.” Each of these is 

discussed bdow. We are continuing to review the Ca)utaL Management, and Siamtivity to 
Market Risk component ratings, as well as the Compliance and Holding Company ratings as part 
of our ongoing continuous examination process. 

The composite "3** rating reflects a combinstion of weaknesses and supervisory concern with 
earnings, asset quality, and liquidity, in particular. In addition, the current “3'’ rating in 
Compliance also reflects ongoing siqiavisory concern in that ar^ We ask that the Board of 
Directors send the undersigned a duly certified Resolution of the Board committing to take ail 
appropriate action to ensure that weaknesses and concerns are promptly addressed. We will be 
considering whether additional supervisory action is iqipropnate as part of our ongoing 
examination arul supervisory effiirts. 

With regards to the rating component downgrades, WMB has experienced considaabie 
detmoration in its asset quality and earnings per&imance, as weli as a stressed liquidity 
position. Out continuous examination process and off-site monitoring have confirmed 
conditions that warrant making ratings changes at this time 

♦ The Bank’s nonperfotming assets level more than doubled to S7.5 btllioa (2.29 pwcent of 
total asseto) as of December 31. 2007, compared to $3.3 billion (0.96 percent of total 
assets) as of December 3 1, 2006. Oassified assets totaling S8.2 billion represent 32.74% 
of Tier-1 Capital plus allowances. The Icvd of .ALLL, thou^ increased, may be 
insufScient to cover future losses without continuing significant further provisions. 

• For the i"* and 4"* quarters of 2007, the Bank recorded substantial loan loss provisions 
and mongage-related write-downs reflecting a significant deterioration in WMB's asset 
quality. The earnings impact resulted in the Bank recording a 4ib quarter 2007 affer-lax 
act loss of SI.M billion driven by SI.5 hilliurt of loan loss provisions and a $1.8 biliion 
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Board of Direebns 
Washingloa {dotsal Baidc 
Fefaruay 27, 2{X)8 
Page 2 

write-dbwa of goodwill rdated to discontiaued ionding operations. Projections indicate 
additioDal bsses are expected is 2008. 

* Uquidity has become moK stressed. The maikst dmqtttos and iaoeaang teas de&olte 
resitted in a d^ eating domgtede to Baa2 (Moody's) for WMl, and Baa> (Moody's) 
WMB, dm increasng Aindiag costs and contraction of avaiU>^ sowces. VWle 
coOatetal initiatives are in process to expand the Baidc's access to PedergJ Horae Loan 
Bank advastees, the sgniScant idiance on this source of funds reflects a lo« of fimding 
Qescibility and a concetUratioo risk. 

Given the {seceding we consider WMB less able W witbstaial bu^ness fluctuattais and mrae 
vulnerd^ to additioital ttqgarive extecnat and internal events. OTShasare^wnribiiitytoasurs 
(hat WMB’s pisnptsite rating reflects our beat judgment of its cucreot condit^ The decision to 
diange die cranposite r^g to t “3” at fliis time was made after confirming the sitsatioa daring 
the imtia! portion of out OD-gotng exanunarion and caieftiRy canridering die fads and e ui ie ot 
rircumstances. We will continue to assess til CAMELS, Cranptiance, and Holding (Company 
ratings and will discuss oar determinations at the cowilusion of our ongoing examinalioa. The 
Kjil-up of om targeted examinations wiD conclude with a meeting with the Board of Directors on 
July 15,2008. 


We appreciate management's often communicarion, cooperation, and efibrts during diese 
difficult times. This letter considered a Ftepoit and is confidential. Except as provid^ in 12 
C.P.R. Section 5t0.S, the institution’s directois. officers, or employees may not disclose die 
Report, or any portion of it, to unauthorized persons or organizations. 

Sincerely, 


\ . '.S'. 

Cl »... vC S»J< 

Dairri W. Dochow 
Regional Director 


I 
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From: Dochow, Darrel W <daiTel.dochow@ots.treas.gov> 

Sent: Friday, February 29, 2008 10:19 AM 

To: Franklin, Benjamin D <fi-anfciinbd@olfice of thrift supervision.com>; Johnson, 

Mark W <johnsonmw@office of thrift supervision.com>; Hendriksen, James A 
<hendriksenja@office of thrift supervision.com> 

Cc: Crosley, John M <crosieyjm@office of thrift supervision.com> 

Subject: Fw; Kerry Killinger 


Fyi 


Sent from my BlackBerry Wirelws Handheld 


Chiginal Message — 

From: Ward, Timothy T 
To: Polakoff, Scott M 
Cc: Dochow, Darrel W 
Sent: Fri Feb 29 09:10:04 2008 
Subject; RE; Kerry Killinger 

Yes. I will find the time on your calendars - Thursday may work for John via phone. Darrel has advised who he would like 
on from the West. 

Tim 


-—-Original Message — 

From: Polakoff, Scott M 

Sent: Friday, February 29, 2008 9:07 AM 

To: Ward, Timothy T 

Cc: Dochow, Darrel W 

Subject; RE; Kerry Killinger 

Tim • thanks, I agree with you. Can we find time next week to brief John on Wamu. I'd like to be briefed too, either with 
John et al or prior. 

Thanks. 

Scott 

Original Message — 

From; Ward, Timothy T 

Sent; Thursday, February 28, 200$ 6:56 PM 

To; Polakoff, Scc« M 

Cc; Dochow, Darrel W 

Subject; Re: Kerry Killinger 

Scott, 
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Kerry ^ed the same qu^on when Darrel and I met with him is January. I replied that we were not patient when it came to 
fixing jwcAjlems that were constable by the board and management - tightening controls, improving processes, discontinuing 
unsuccessful activities, adopting new plans and ^rategies, etc. I explained that we were not unrealistic in our expectations 
regaidii^ the unfolding of results from past practices - as^t leases, weak earnings, capital pressure - and that the 
shareholders would likely have a diffeient time horizon than the regulators. 

Tim 

Timothy T. Ward 
Office of Thrift Supervision 
202.285.6405 - cel! 

202.906.5666 - office 

Sent from my BladcBeny Wireless Handheld 


— Original Message — 

From; Reich, John M 

To: Polakoff', Scott M; Ward, Timothy T; Dochow, Darrel W 

Cc: Russell, RcAcert W 

Sent: Thu 28 18:36:40 2008 

Subject; Kerry Killinger 

Kerry came in this afternoon to see me - 1 thought, ostensibly, about doing a domestic covered bond issue and getting a 
waiver from the FDIC to agree not to repudiate the collatwalizaiion - but that was not on his mind. We had a general 
conversation about the economy and the pressures WAMU is ui^er, and it was clear to me by the end of the conversation 
that the re^n he came in to sec me was to see how much trouble he and WAMU are in with me and OTS leadership. 

Kerry is feeling pressure from several points - the NY AG (he would just as soon see the Appraisal agreement be signed as is, 
to get the issue out erf the way); the BSA/AML issue; the rising losses in his portfolio and the likelihood that profitability will 
not return until 2009; the prospect of raising more capital; and the impact and fallout of ratings downgrades. By the end of 
the conversation he was basically asking me if I thought OTS was going to have the patience to give WAMU time to improve 
the ratings over a reasonable time period, or should thQ' be considering other options sooner. I told Kerry that I had not 
received a complete briefing from staff yet, but it was my feeling that OTS would be reasonable in provt^ng adequate time 
over the business q’cle for WAMU management to make improvements, particularly in earnings, and that it would be my 
hope that we would not place unrealistic expectations or demands to make changes/improvements over unrealistic time 
periods. Our meeting ended with me telling Keny that 1 would call him within a week or 10 days after I had been more fully 
briefisd on the current examination findings. 

We need to schedule this and to follow up Uus conversarion. 

John 
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From: Dochow, Darrel W <darrel dochow@ots treas.gov> 

Sent: Wednesday, June 25, 2008 12;12 PM 

To: PolakofF, Scott M <polakoffsm@o£Bce of thrift supervision.com>; Ward, Timothy 

T <wardtt@office of thrift supervision,coni>; Reich, John M <reichjm@office of 
thrift supervision. com> 

Cc: Bowman, John E <bowmanje@ofBce of thrift supervision.com>; Blackburn, Dale 

R <blackburndr@ofifice of thrift supervision.com>; Franklin, Benjamin D 
<franklinbd@ofF!ce of thrift supervision. com>; Hendriksen, James A 
<hendriksenja@office of thrift supervision.com> 

Subject: RE Call from Kiliinger 


Scott: 

I told him that I was going through the examination findings and management actions to ensure that I make an 
appropriate decision on what corrective action to take and what the company needs to do. Clearty I wanted more 
capital in the bank which they are now moving ahead on. i also wanted the look back on the Alerts completed 
and SARS process running as a well oiled machine. The main areas of asset quality criticism are largely being 
addressed by exiting the products. The ALLL is being increased at our request and model is being enhanced. I 
need to go through the full exam before concluding what the full set of actions are that we will request. 

I further told Kerry that as a matter of policy, the OTS believes that “3" rated institutions, especially repeat ”3"s, 
warranted informal supervisory action and consideration of formal action. I told Kerry that it was disappointing to 
see some exam issues resurface in subsequent examinations and that management's ultimate avenue to remedy 
some issues has been to exit the product instead of fixing It (e g. stated income lending was an issue at Long 
Beach lending, moved to Home lending, and even partly surfaced in the initial small business lending, and that 
the look back for the Alerts was promised to be completed at 12/31/2007 and now we have had to push 
somewhat to get this targeted for completion by September 30, 2008 instead of the recently requested December 
31 , 2008). I told Kerry that I would discuss corrective action with him and the Board at the July 1 5 board meeting 
and realized that the company will likely have a disclosure/timing issue if they announce the poor second quarter 
results and shortly thereafter announce a MOD or other supervisory action. 

As an aside, the equity investors voiced concern at time of their due diligence that OTS might take enforcement 
action following their Investment which would drive the value of the company down and sought some comfort on 
that front. In addition, there is some sentiment that a public supervisory action will drive/result in a change in 
executive management. 

Darrel 


From: Polakoff, Scott M 

Sent: Wednesday, Dune 25, 2008 8:34 AM 

To: Dochow, Darrel W; Ward, flmotby T; Reich, John M 

Cc: Bowman, John 6; Blackburn, Dale R; Franklin, 8«ijairtn D; Hendriksen, James A 

Sub|ed3 RE: Call tom Kiliinger 

Darrel * in addition to reassuring him that open communication with DC was reasonable, how did you respond to 
Q4? 


Scott 


From: Dochow, Daird W 

J Permanent Sobcommittee on Investigations ! 
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Salt: Wednesday, June 25 , 2008 11:31 AM 

To: Ward, Timothy T; Polatoff, Scott M; Reich. John M 

Ce: Bowman, Jchn E; Blacid>urn, Dale R; Frankfin, Benjamin D; Hendhksen, James A 
Subjectt Call htm Kiyinger 

I spoke with WAMU CEO Kerry Killiftger this morning, Keiry wanted me to know; 

1 . They had heard me and will look to put more capital into the bank instead of holding so much at the hoiding 
company. They have some sensitivity to maintaining enough at the parent tor future flexibility (dividends) and 
rating agency comfort, and they have a tax issue that for a period of time any capitai in the bank wili be captive 
and can not be up streamed without triggering a tax event. 

2. He encouraged me to spend some personal time with their new General Counsel Mike Solender (from Bear 
Steams) and to share perspectives on compliance and issues to heip guide him as he brings energy and passion 
to the legal and compliance role. Compliance now reports to him. I told him that I would and that John Bowman 
is also planning on having a meeting with him around the RMG in August. 

3. They are working very hard to clear the backlog of Alerts in the shortest time period and to ensure that SAR 
filings are done timely. They are barring no expense and will be bringing in about 400 folks to help get this 
cleared up by September 30. 2008. I told him that Laura Fiene was meeting with his folks Monday to discuss time 
frames for filing SARs. 

4. He wanted to convey the actions they have taken, reiterate the current board commitment contained in the 
resolution, and ask if there were any other actions that they could take to show that a MOU was not needed . He 
mentioned the capital infusion, further build up of liquidity to approximately $60 billion in June versus about $37 
billion at March 31 , their discontinuation and scale back in many lending areas that the examiners had seen past 
underwriting issues with, their acceleration of provisioning for potential loan losses in response to the exam along 
with model improvements, and their planned cutting about $1 billion in expenses to facilitate a return to 
profitability sooner. He asked if he should discuss this with you when he was in Washington DC and I told him 
that he should always feel free to discuss issues. 

5. He asked about the appraisal review we were doing. I told him that we had not reached conclusion but are still 
hoping to have conclusions in time for discussion at the July IS board meeting. 

Darrel Dochow 
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Pochow, Darrel W 



From: Robinson. John Oohn.robinson@wamu.net] 

Sent: Thursday, July 03, 2008 10:55 AM 

To: Dochow, Darr^ W 

Subject: FW: MOU vs. Board Resolution 


FYI. 

John 

(206)500-4149 


Original Message 

From: Killinger, Kerry K, 

Sent: Thursday, July 03, 2008 10:34 AM 

To: Landefeld, Stewart M.; Solender, Michael S.; Robinson, John; Casey, Tom; Rotella, 
Steve 

Subject: Fw: MOU vs. Board Resolution 

FYI. The OTS plans to issue an {^U. We need to plan accordingly. It will be helpful to 
learn what is likely to be included in an MOU. 

Kerry 


Original Message — 

From; Killinger, Kerry K. 

To: ’ john . reich?ots . treas.gov* <john.reich$ots.treas.gov> 

Sent: Thu Jul 03 10:28:05 2008 
Subject: Re; MOU vs. Board Resolution 

Than)cs John. 

I appreciate your time and willingness to give this matter a thorough review. 

Kerry 

Original Message 

From: Reich, John M <John . RsichSots . treas .gov> 

Toi Killinger, Kerry K. 

Sent: Thu Jul 03 10:10:47 2008 
Subject! MOU vs. Board Resolution 

•... .. . . 

Kerry, nTO OT 

U^o/vvuC>i 

I*m sorry to communicate by email - I*ve left a couple of messages on your office phone, 
but I'm guessing you may be off for a long weekend. 

I've been wrestling with the issue of an MOU versus a Board Resolution as a result of our 
conversation in my office last wee);. And I’ve decided that an MOU is the right approach 
for OTS to do in this situation, and Scott Polakoff will be trying to reach John Robinson 
today to communicate this decision. 

We almost always do an MOU for 3-rated institutions, and if someone were looking over our 
shoulders, they would probably be surprised we don't already have one in place. The 
situation with MaMu is a 3-rated institution, with 4's in Asset Quality and Earnings, 
along with an outstanding C&D on BSA, which frankly seems to have deteriorated a bit, 
rather than improved; plus, we still have the Appraisal issue outstanding, and the staff 
input I've received concerning this issue indicates that serious internal control 
weaknesses exist in this area. 

So as much as I would like to be able to say a Board Resolution is the appropriate 
regulatory response, 1 don't really believe it is. I do believe we need to do an MOU. He 
don't consider it a disclosable event, and we also think the investment community won't be 
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surprised if they iearn of it, and would proloably only be surprised to learn one didn't 
already exist. 

Again, I*m sorry to communicate this decision by email, but I’m scheduled to be out of the 
office next week myself, and wanted you to have this information. 

Best regards, Kerry, 

John 

John M. Reich, Director 
Office of Thrift Supervision 
Department of the Treasury 
1700 G Street, NW 
Washington, DC 20522 
Tel: {202) 906-6590 


Z 
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From: Polakoff, Scott M 

Sent: Monday, July 28, 2008 9:26 AM 

To: Ward, Timothy T <wardtt@ofrice of thrift supervision. com> 

Subject: RE: WAMU MOU 


Tim - thanks for sliaiing this document. It is, unfortunately, another example of a benign supervisory document. OUier than 
required capital levels, all we are requiring is a busuiess plan and consulting review of risk management and plan to reduce 
problem assets. I read it quick but don’t recall even seeing anything about liquidity. I have no idea how we arrived at the 
mimmuin capital levels required in tlie document. 

Having said all of tltM, I feel lliat timing gives us no choice but to move forward with it asap. it is representative, though, of 
Darrel’s greater interest in getting the FDIC to review then you/me to rwiew. 

Scott 


— Original Message — 

From: Ward, Timothy T 
Sent: Friday, July 25, 2008 5:36 PM 
To: Polakoff, Scott M 
Subject: FW: WAMU MOU 
Importance; High 


— -Original Message — 

From: Dochow, Darrel W 
Sent; Friday, July 25, 2008 1;18 PM 
To; Ward, Timothv T 
Subject; WAMU MOU 
Importance: High 

Tim: 

You make a good point I apologize, and attached is the MOU for your review. I will make any changes you want and it has 
not yet gone to the company. The MOU has been going back and forth with Washington DC through Enforcement for some 
time at my direction even though I was told that the enforcement policy/procedures does not require such documents to be 
run throu^i DC Enforcement. The MOU came up yesterday in a call 1 had u ith John Reich and Scott Polakoff, and then by 
Jolm Reich wiUi COB Steve Frank. It went to Uie TOIC because I committed to Stan Ivie to consider their comments in 
effort to minimize their letter writing and posturing 

Again, here is the MOU for your review. I have not provided to WAMU, but was hoping to do so this afternoon. I will hold 
until I hear back from yoti. 

Darrel 


Original Message — 

From: Ward, Timothy T 

Sent: Friday, July 25, 2008 10:01 AM 
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To: Dochow, Darrel W 
Subject: Meetings till 4:00p EDT 

Will call you ri^t after. Couple of items from my side. 

Downey C&D with capatal provision or PCA noUc« of inteatt to reclassify' as Adequate. 
WaMu MOU - why did we run it by FDIC, but not me? 


Timothy T. Ward 
Office of Thrift Supervision 
202.285.6405 - cell 
202.906.5666 - office 


Sent from my BlackBerry' Wireless Handlield 
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From: Blackburn, Dale R <Dale.Blackbum@ots.treas.gov> 

Sent: Wednesday, August 6, 2008 1:06 PM 

To: Dochow, Darrel W <dochowdw@office of thrift supervision con)>; Hendriksen, 

James A <hendriksenja@office of thrift 5upervision.cotn> 

Cc: Franklin, Benjamin D <franklinbd@ofBce of thrift supervision.com> 

Subject: Wamu MOU-Board provisions 


I spoke with Ben about the effectiveness of Wamu board oversight/govemanoe. In his presentation to the board, 
he labeled Management/Board Performance and Oversight as unsatisfactory due to the following: 

1. Poor financial perfomnanoe exacerbated by: 

• Poor underwriting quality 

• Geographic concentrations in problem markets 

• Liberal underwriting policy 

• Risk layering 

2. Repeat significant undenwriting and process weaknesses in the Home Loans Group 

3. Slow response to reducing high risk lending products and practices 

4. Continuing Compliance weaknesses, especially BSA (we now consider them in violation of the C&D) 

5. Repeat MRBA for inadequate ERW function 

Ben slated that the repeat MRBA items were the primary reason for criticizing the board. He is concerned that 
the board is not getting sufficient, consistent, or understandable infotmafion/reports from management. This was 
confirmed by the board’s self-assessment where they acknowledged that they did not have a full understanding of 
the bank's risks. In addition, Ben expressed concern about the board’s committee stniclure with the mortgage 
group reporting to the Finance Committee, rather than to a Credit Committee. This deficiency also feeds into the 
repeat MRBA for an inadequate ERM function. Ben staled that he believes the directors are able to provide 
adequate oversight with the right infomtation and stnicture. 

Thus, for the proposed MOU, I suggest we do not remove the references to the board’s oversight from the 
Management and Board Oversight section, but that it is more specific as to the review of the board’s committee 
structure/responsibillties and information reporting that It receives/needs from management in order to 
appropriately govern. This will be consislent with the ROE. 

Finally, I recommend we add that the board appropriately address/conect the MRBA items, not just the OTS 
findings described in the findings memorandums as it is presently worded. I suggested to Ben that he put the 
board structure/reporting concerns as an MRBA in the ROE. That way if the specific board oversight language in 
the MOU is too troublesome, then by having them as MRBAs and also requiring in the MOU that the MRBAs be 
addressed, we accomplish the same thing. 


Dale R. Bbekburn 

Assistflnt Director 


OTS Seattle Office 
(206) 829-2603 Office 
(206)902-6191 Mobile 
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From: Dochow, Darrel W 

Sent: Monday, August 25, 2008 4:39 PM 

To: Polako^ Scott M <polakoffsm@office of thrift supervision. oom> 

Cc: Reich, John M <reichjm@office of thrift supervisioncom>; Blackburn, Dale R 

<blackbumdr@ofiice of thrift sup«Msion.com> 

Subject: RE; WAMU 


Scott: 

The MOU does reference a requirement to correct all matters requiring board attention in the ROE and all 
examination findings in the findings memos. The attorneys did push back on that since they have not see the 
ROE. I instructed Jim Hendriksen to leave the language in the MOU and he provided some verbal assurance that 
there would be no surprises, but from their perspective, it viiould be better if the Board had the ROE in hand prior 
to signing the MOU. 

Darrel 


From: Polakrtf, Scott M 

Sent: Monday, August 25, 2008 1:30 PM 

To: Dochow, Darrel W 

Cc: Reich, John M; Blackburn, Dale R 

Subject: RE: 

Darrel - thanks. I seem to recall that during one recent conversation with Steve Frank he noted that the MOU 
referenced the ROE findings and that the BOD might need the ROE in order to sign the MOU. Possibly I 
misunderstood him, maybe not. You should at least be aware of this possibility and be ready to address it. 

Scott 


From: Dochow, Darrel W 

Sent: Monday, August 25, 2008 4:11 PM 

To: Polakoff, &ott M 

Cc Reich, John M; Blackburn, Dale R 

Subject; RE: 

Scott; 

MOU at thrift and holding company is now agreed to by company attorneys and we can request the Board to 
execute anytime. 

ROE is due from Etc Franklin to AD Blackburn today but has not yet been received. Dale is following up. It could 
take approximately 7-10 work days to review, upload final and mail to the Board, but we wilt speed this as much 
as possible. 

Darrel 


From: Polakoff, Scott M 

Sent: Monday, August 25, 2008 12:48 PM 

To: Dochow, Darrel W 
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Cc: Reich, John M 
Subject RE: 

Danel - as we discussed, the most iikeiy candidate is not deemed highly qualified (at least in my eyes) to tun a 
$300 billion institution. 

What is the status of the ROE? When will It be mailed? 

What is the status of the MOU? 

I feel like we are stuck in quicksand here. We certainly want to work with Steve but we need to have a game plan 
for completion of the ROE and enforcement action. 

Scott 


From: Steve Frank [mailto:steve5B650igmal.com] 

Sent: Monday, August 25, 2008 3:rt3 PM 
To: Dochow, Darrd W 
Cc: Reich, John M; Polakoff, Scott M 
Subject: RE: 

Darrel — 

Several discussions over the weekend. We put a compensation term sheet in the hands of 
Fishman’s lawyer yesterday afternoon and will probably have another discussion late today or 
early tomorrow. As I indicated, we also initiated parallel discussions with two other candidates 
in the event that this doesn't bear fruit. One does not appear appropriate, but the other is very 
interesting and interested, and I think would bring high credibility. I met with him for several 
hours yesterday afternoon, and a second meeting is scheduled for tomorrow afternoon in San 
Francisco with four or more directors attending. The candidate has asked that we not share 
his name with you until after that meeting. I’ll give you an update as soon as practical after 
tomorrow’s meeting. I will be in Los Angeles for meetings over the next two days, but will be 
able to respond in a timely fashion to any emails picked up on my Blackberry. 

Steve 

Steve Frank 


From: Dochow, Darrel W [mailto:datrel.dochow(5)ots.treas.gov] 
Sent: Monday, August 25, 2008 12:25 PM 
To: Steve Frank; Reich, John M; Polakoff, Scott M 
Subject: RE: 

Steve: 

Anything new today? 

Darrel 


From: Steve Frank [mailtD:steve5865@gmail.com] 
Sent: Friday, August 22, 2008 3:45 PM 
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To: Reich, John M; Polakoff, Scott M; Dodiow, Darrei W 

Cc: dtX)nderman@tpg.com; Tom Leppert (tleppert®tcco.com); osmith30@comcaa.nrt 
Subject: 

Dinner meeting that David Bonderman and Orin Smith had with Alan Fishman last night went 
well, and he continues to display keen interest. We are currently working with his lawyer on 
contract/compensation. Given our recent experience, we are meeting with two other potential 
candidates on Sunday. If all goes well with negotiations over the weekend we would endeavor 
to have you meet Fishman early next week as you suggested, but wanted to have a fallback 
plan. Will keep you advised. 

Steve Frank 


Ho virus found in this outgoing mes;^e. 

Chedced by AVG. 

Version: 7.5.524 / Vires Dat^jase: 270.6.6/1627 - Release Date: 8/22/2008 6:48 AM 


No virus found in this incoining message. 

Checked by AVG. 

Version: 7.5.524 / Vires Database: 270.6.7/1632 • Release Dale: msnm 7:05 AM 


No virus found in this ou^oing message. 

Checked by AVG. 

Version: 7.5.524 / Vires Database: 270.6.7/1632 - Release Dale: 8/25/2008 7:05 AM 


Dochow Darrel-00074481 003 


VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 


P:\DOCS\57320.TXT SAFFAIRS 


PO 00000 


Frm 00387 


Fmteeoi sfmteeoi 


PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


374 


VerDate Nov 24 2008 



Office of Thrift Supervision 

Department of the Treasury 


101 Stewart street. Suite 1010, Seattle, WA 98101-2419 
Telephone; (206) 829-2600 • Fax: (206) 829-2620 


West Region 
Seattle Area Office 


September 11, 2008 


WaMu Ratings of 3/343432 


Introduction 

The FDIC West Region recently informed us that they are moving forward with CAMELS 
Ratings of 4/444442 for Washington Mutual Bank (WMB or Bank). The OTS West Region 
assigned ratings of 3/343432 under the Uniform Financial Institutions Rating Systems (UFIRS) 
definitions at the July 15. 2008 meeting with the Board of Directors, We have agreement with 
the FDIC regional office on the Asset Quality, Earnings, and Sensitivity component ratings, but 
are one notch higher on the Capital, Management, Liquidity and therefore the Composite ratings, 

OTS and KDIC regional representatives met on several occasions in August after we learned of a 
potential ratings difference. We share a common perspective about the company’s deteriorated 
financial condition. The OTS regional representatives believed that the discussions allowed us to 
clarify some important information, particularly around the assumptions used in the FDIC’s 
stress scenarios that showed potential capital deterioration to “undercapitalized” by 2010. 

This memorandum highlights our examination findings, enforcement actions, basis for our 
assigned ratings, and what we understand are the key drivers for the difference in rating at this 
point in time with the FDIC. 

Examination Approach 

Our examination of WMB is conducted on a continuous basis using dedicated examination leads 
and teams of examiners from throughout the West Region and country. During the period of 
September 10, 2007 to June 30, 2008, we conducted targeted examinations of retail/consumer 
lending, mortgage lending, credit administration, servicing, and operations. Much of the 
financial information available at time of the reviews was dated March 31, 2008. Information 
was updated to June 30, 2008 in key areas as it became available. In addition, we conducted 
Information Technology and Compliance examinations and assessed the institution’s compliance 
with the outstanding BSA/AML Order to Cease and Desist. 

Midway during our continuous examination review period (2/27/2008), we downgraded the 
composite rating to “3” based on net losses and negative asset quality trends. We re-confirmed 
this “3” composite rating at completion of the examination on June 30, 2008 and met with the 
board of directors on July 15, 2008 to discuss our findings, conclusions and anticipated 
enforcement action. OTS entered into MOUs with both Washington Mutual Bank and 
Washington Mutual Inc., which became effective concurrently with a change in CEO on 
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September 7, 2008. We continuously monitor WMB’s condition and will adjust composite and 
component ratings in accordance with the UFIRS definitions. The OTS examination team 
worked closely with the FDIC dedicated examiner and his team during the entire examination 
review period and FDIC participated in the exit meeting with the Board of Directors. 
Unfortunately, we had not realized until after the meeting with the Board of Directors that the 
FDIC would have a composite ratings difference. 

Enforcement Actions 

Cease and Desist Order (C&D). OTS issued a C&D order on October 17, 2007 related to 
weaknesses in WMB’s Bank Secrecy Act/Anti-money Laundering (BSA/AML) programs. 

Civil Money Penalty (CMP). OTS issued an order for CMPs totaling $60,448 related to Bank’s 
violation of flood insurance regulations in its Multifamily Loan group on October 17, 2007. 

Board Resolution - Required Board Resolution committing to correct concerns at time of mid- 
exam ratings downgrade to a composite “3” on February 27, 2008. 

Memorandum of Understanding (MOU) effective September 7, 2008, Action items include; (1) 
submission of a 3-year business plan - both base case and stressed scenarios - (within 30 days) 
for OTS review and non-objection followed by quarterly variance reports, (2) a contingency 
capital plan (within 90 days), (3) a classified asset reduction plan (incorporated into the business 
plan), (4) engage an outside consultant to review risk management practices (45 days), and 
submit a report to OTS (75 days), (5) engage an outside consultant to review the underwriting 
process for the Home Loans Group (45 days), and submit a report to OTS (75 days), (6) submit a 
report to OTS to address the consultants’ recommendations within 30 days of receipt of the 
consultants’ reports, (7) review alerts for the period April 1, 2006 through June 30, 2008, and file 
SARs where required (no later than October 31, 2008), and (8) ensure that management corrects 
all OTS findings specified in the Report of Examination and the Findings Memoranda, Within 
55 days of the end of each quarter, the Board shall certify compliance with the MOU and submit 
a certified copy to the OTS, 

Holding Company MOU effective September 7, 2008. Action items include: (1) submission of a 
consolidated 3-year business plan (within 30 days) for OTS review and non-objection followed 
by quarterly variance reports, (2) a contingency capital plan (within 90 days). 

Ratings Discussion 
Composite Rating-3: 

In accordance with the UFIRS definitions, the OTS assigned a composite rating to Washington 
Mutual Bank of “3”. The definition of an institution rated in this category is: 

Financial Institutions in this group exhibit some degree of supervisory concern in one or 
more of the component areas. These financial institutions exhibit a combination of 
weaknesses that may range from moderate to severe; however, the magnitude of the 
deficiencies generally will not cause a component to be rated more severely than 4. 
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Management may lack the ability or willingness to effectively address weaknesses within 
appropriate time frames. Financial institutions in this group generally are less capable of 
withstanding business fluctuations and are more vulnerable to outside influences than 
those institutions rates a composite I or 2. Additionally, these financial institutions may 
be in significant noncompliance with laws and regulations. Risk management practices 
may be less than satisfactory relative to the institution’s size, complerity, and risk profile. 
These financial institutions require more than normal supervision, which may include 
formal or informal enforcement actions. Failure appears unlikely, however, given the 
overall strength and financial capacity of these institutions. 

By contrast, the UFIRS definition for a “4” says; 

Financial institutions in this group generally exhibit unsafe and unsound practices and 
conditions. There are serious financial or managerial deficiencies that result in 
unsatisfactory' performance. The problems range from severe to critically deficient. The 
weaknesses and problems are not being satisfactorily addressed or resolved by the board 
of directors and management. Financial institutions in this group generally are not 
capable of withstanding business fluctuations. There may be significant noncompliance 
with laws and regulations. Risk rnanagernem practices are generally unacceptable 
relative to the institution’s size, complexity, and risk profile. Close supervisory attention 
is required, which means, in most cases, formal enforcement action is necessary to 
address the problems. Institutions in this group pose a risk to the deposit insurance fimd. 
Failure is a distinct possibility if the problems and weaknesses are not satisfactorily 
addressed and resolved. 

With regards to component ratings, the OTS and FDIC concur on the “4” rating for Asset 
Quality and Earnings and the “2” rating for Sensitivity. The OTS believes that “3” ratings are 
appropriate for Capital, Management and Liquidity while the FDIC believes that these 
components should be rated “4”. 

The composite rating difference between OTS and FDIC regions stems primarily from one’s 
conclusions about the credit cost projections and the timing of such losses, level of prospective 
core operating income, and adequacy of liquidity during this uncertain time and unprecedented 
market reaction. In addition, there is an element of potential timing difference as the OTS rating 
was assigned at completion of the examination on June 30, 2008 and we continue to watch 
closely the unfolding events and implications of the public disclosure of the enforcement action 
and the “4” FDIC rating on key funding partners and public confidence. All the above 
conclusions drive the amount of capital currently needed to support the risk in the institution. 

Both OTS and FDIC analyzed and further stressed the Bank’s Recession Scenario projections. 
Under the FDIC’s stress analysis, we understand the Bank’s capital designation could fall to 
“undercapitalized” by late 2010. Under the OTS further stress analysis, capital ratios remain 
above the “well capitalized” thresholds, but dip below the higher Tier 1 Leverage and Total Risk 
Based Capital thresholds imposed by theMOU of 6.75% and 1 1.25% respectively by late 2010. 


Polakoff_Scott-0006S325_003 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00390 Fmt 6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


377 


VerDate Nov 24 2008 


This potential outcomes contained in our further stress scenarios is one reason why OTS 
included, and FDIC supported, a requirement in the MOUs that the Bank and holding company 
submit a contingency capital plan within 90 days. This is intended to ensure that the Bank has in 
place a clear plan for shoring up capital should their Recession Scenario projections become 
unattainable. It also allows the new CEO time to assess the situation and submit a business and 
capital plan intended to ensure the financial turn around of the company. As part of the 
continuous examination process, we are actively monitoring actual performance against plan 
projections and the unfolding market events. 

Credit Cost Projections 

In the first quarter of 2008, management revised its expectations for future life-of-loan SFR 
losses to $19 billion. In addition to SFR losses, management separately forecasts losses for 
credit cards and multi-family/commercial loans, plus factors in foreclosure and lost interest 
expenses. The sum of these credit costs though 2010 total $35 billion in the Recession Scenario. 
Estimated SFR loan losses take into account changes in home prices, a variable outside of 
management’s control, and one that is difficult to predict accurately. The following chart shows 
the default frequency and loss severity assumptions that were made in the first quarter 2008 and 
the implied losses; 









Option AKM 

S52.5 

S5.6 

27% 

40% 

$0.5 

$5.1 

Other Prime 

58.7 

1.4 

6% 

40% 

0.15 

1.3 

Home Eouit^’ 1st 

15.9 

0.6 

9% 

40% 

0.06 

0.5 

HomeEauitv 2nd 

44.8 

7.4 

17% 

100% 

0.64 

6.8 

Subprime 1st 

15.1 

2.8 

46% 

40% 

040 

2,4 

Sabptime 2nd 

2.3 

1.1 

47% 

100% 

0,15 

1.0 

Total 

S189.4 

S18.9 

18% 

55% 

51.90 

$17.0 


In order to determine the reasonableness of these assumptions, we looked at the performance of 
similar loan types in securitizations. In all but the 2007 vintage of home equity loans (9 percent 
of the portfolio as of June 30), the bank’s portfolio performance, in terms of the 90+ day 
delinquencies, was better than similar loans in securitizations. 





Pre-2005 

2005 

2006 

2007 

2008 

Totals 

Option ARM 

$14.8 

$11.6 

$11.6 

S14.2 

$0.2 



Other Prime 

18.0 

7.4 

4.5 

18.6 

3.2 

HHESi 


Home EnnitY Ist 

6.7 

2.6 

1.4 


0.4 

1S.S 

WtESS^ 

Home Eouitv 2nd 

10.3 

9.6 

11.5 


0.6 

43.6 



imiiiiiHHimQ3 

3.8 

6.3 

1.9 

0.0 

■■BISil 

■keb 

Totals 

$53.8 

$35.0 

$35.3 

$50.7 

$4.4 


Km: 

Percent 

30.0% 

19.5% 

19.7% 

28.3% 

2.5% 




We compared the projected cumulative loss percentages estimated by S&P' for 2006-2007 
Option AJRM and Subprime securitizations and for 2005-2007 Prime Jumbo securitizations to the 


' July 29, 2008, Ratings Direct, Standard <& Poors Revises U.S. Svbprime, Prime, and AHernative-A RKPBSLoss 
Assumptions 
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implied cumulative loss percentages estimated by the bank for those loan types. Although the 
Other Prime category contains Prime Jumbo loans, it also contains other non-jumbo loans with 
prime characteristics. 





%iutJ ' 



2005 

2006 

2007 

Adjustment to Losses 



Bank 

S&F 

Bank 

S&P 

Bank 

usmg S&P estimates 

Opticm ARM 

NA 

10.8% 

11.0% 

10.8% 

14.8% 

10.8% 

570 million 

Prime Jumbo 

0.32H 

2,4% 

0.81% 

2.4% 

i.17% 

2.4% 

(455 miliion) 

Suborime 

NA 

22.4% 

23.0% 

22.4% 

27.0% 

22,4% 

125 million 

Net Total 


240 million 


As the chart above shows, we found in the recent vintages of Option AEMs, that the bank uses 
lower cumulative losses than S&P. However, since the bank applied a flat loss rate to all 
vintages, it is also likely that the bank overestimated cumulative losses for pre-2006 vintages. 

The same holds true for subprime loans. It appears that the bank has overestimated the 
cumulative losses on its Prime Jumbo loans in all vintages. Moreover, S&P’s loss severity 
component of the cumulative loss calculation includes the costs to foreclose and liquidate, as 
well as any decline in property value^. The bank estimates foreclosure costs separately. Thus, 
given the better overall performance of 91 percent of the hank’s owned portfolio compared to 
securitizations of similar types and vintages, and that there is no evidence to show that the bank’s 
cumulative losses are understated when compared to S&P’s estimated losses for similar types 
and vintages, we believe that the banks estimated range of SFR life-of-loan losses is reasonable. 

FDIC states option ARM loss severity experienced during 2Q08 was 29 cents on the dollar. This 
is less than the bank projects in their life-of-loan losses. The bank projects a 40% loss severity, 
not including foreclosure and liquidation expenses that are separately quantified. In addition, the 
Bank accounts for deferred interest on its Option Arm loan balances in its Recession Scenario 
forecast. 

The bank’s overall unsatisfactory condition is primarily the result of the poor asset quality and 
operating performance in the bank’s major Home Loans Group line of business. Multi-family, 
credit card and retail operations are well run, are not experiencing similar problems to the Home 
Loans Group, and collectively generate significant core operating income. The deteriorating 
asset quality in the Home Loans Group is accompanied by inadequacies in risk management, 
internal controls, and oversight that made the bank more vulnerable to the current housing and 
economic downturn. The examination criticized past liberal home loan underwriting practices 
and the concentrated delivery of nontraditional mortgage products to higher risk geographic 
markets. 

Management has ceased making higher risk pay-option ARM loans, stated income loans, and 
subprime loans. Home equity originations are nominal. In addition, they discontinued the 
wholesale lending channel, eliminated thousands of positions, and refocused on lower risk GSE- 

^May 7, 2008., Ratings Direct, The Anaiamy of Loss Severity Assumptions in U.S. Subprime RALBS 
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eligible mortgage lending directly to its customers through its retail distribution channels. 
Nonetheless, there remains a large volume of higher risk, predominantly single family assets on 
the balance sheet with deteriorating credit quality that need to be resolved. 

The bank is actively addressing the recast risk in its Option ARM portfolio in order to reduce 
delinquencies from payment shocks. Its recast risk mitigation plan includes contacting 
borrowers within six months of a rate reset and offering to refinance the loan with discounted 
fees into a GSE/FHA salable product or modifying the loan into a S/1 interest-only hybrid ARM 
at the current market rate or at a discount rate, depending on borrower qualifications. 

With respect to timing of losses, the FDIC’s stress analysis assumes that all of the estimated 
$19.0 billion life of loan losses in the SFR loan portfolio (exclusive of foreclosure costs and lost 
income) will occur in the 2008 -2010 timeframe. The Bank projects that SFR losses during this 
time period will approximate $15.0 billion. To date, actual losses of $3.5 billion YTD 2008 
remain within the Bank’ s Recession Scenario projections of $8.6 billion for 2008. By assuming 
that all losses are accelerated to the shorter time period, the FDIC assumes that approximately 
$4.0 billion of losses projected by the Bank for 201 1 and beyond will occur in the approximate 
2009 to 2010 time period and must be supported by capital now. 

In order to assess what might be a worst case, staff reviewed a further FDIC stress assessment 
where the Bank’s Recession Scenario was stressed by an additional 10% and 20% in addition to 
the already discounted core operating income assumption and the assumption that all potential 
life of loan losses occur in the 2008 to 2010 time period, despite the fact that approximately $4.0 
billion is projected to occur in 201 1 and beyond. Even under this scenario, the results that we 
have seen shows WMB falling to “undercapitalized” under the PCA standards and such 
assumptions are debatable. 

We further determined that the ALLL was adequate as of June 30, 2008, having been 
significantly increased in the second quarter in response to our examination and deteriorating 
trends factored into their reserve analysis. 

The net losses stemming from credit costs and related higher expenses associated with 
discontinuing operations led the holding company to raise $7.2 billion in additional equity and 
infuse $5 billion into WMB. WMB has started to deleverage to reduce exposure to home loans 
in order to help maintain its capital ratios. Management plans to reduce assets to $280 billion by 
year-end 2008, $263 billion by year-end 2009, and $253 billion by 2010 to maintain satisfactory 
capital ratios until losses subside. Although capital presently exceeds the minimum regulatory 
standards by a significant margin, we are fully aware it may not be sufficient to support the 
institution’s risk profile if conditions deteriorate beyond estimates in the Bank’s Recession 
Scenario. Second quarter 2008 loan losses were within the expected range. Should housing 
prices continue declining beyond that assumed in the Recession Scenario credit losses will likely 
exceed internal estimates and additional capital or other mitigation may be needed. We are 
monitoring the situation continuously. 
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Core Operating Income 

WMB’s losses began in the fourth quarter of 2007 and profitability is not expected to return until 
the third quarter of 2009, based on management’s Recession Scenario forecasts. This scenario 
assumes the high end of the range for SFR credit losses of $19 billion, not counting foreclosure 
costs. 



Earnings 

(1,350.555) (1,077380) 

(835,264) 

(376.880) 

144,352 

186,260 

2,009,194 

Ending GAAP Equity 

24.879,191 

23,651,811 

22,816347 

22.439,666 

22,584,018 

22,770,278 

24.779,473 

Tier 1 Leverage Ratio 

7.42% 

7.45% 

7.29% 

7.27% 

7.46% 

7.65% 

8.63% 

Tier 1 Risk-based Ratio 

8.73% 

8.37% 

8.08% 

7.96% 

8.10% 

8.26% 

9.33% 

Total Riidc -based Ratio 

12.82% 

12.51% 

12.19% 

n.92% 

1 1.99% 

12-16% 

!2.8[)% 


In addition, the forecast takes into account planned changes in the balance sheet, such as 
reductions in lower yielding SFR balances and increased higher yielding credit card balances. 
Similarly, higher loan losses are included for higher risk credit cards. Restructuring and resizing 
costs are estimated at $450 million, with $207 million recorded in the second quarter 2008, and 
the remaining to be recorded in the second half of 2008. The restructuring is expected to result 
in future annual cost savings of approximately $1 billion, which is factored into the forecast. 


Stress Scenario: When we stress forecasted net income in the Recession Scenario to account for 
potential execution risk, additional AFS impairments, and other operational risks such as 
increased cost of funds by an additional $500 million after taxes per quarter beginning in the 
fourth quarter of this year, profitability does not return until 2010. This scenario slightly 
breaches capital levels required by the MOU (6.75% Tier 1 and 1 1.25% Total RBC), but they 
remain significantly above “well-capitalized” PCA thresholds, before returning to profitability. 


(1,350,555) (I,577Ut0) 
24.S79.191 23,151,111 
7.42% 7.27% 


Tier 1 Risk-based Ratio 
Total Risk -based Ratio 


1.73% 8.15% 

12.82% 12.29% 


(U35264) (876,880) 

21.816,547 20,939,666 

6.91 “d 
7.63% 

U.75*/J 


(3SS,64S) 

20,514,018 


(313,740) 1,509.194 

20,270,278 20,279,473 

6.81% 

7.11% 7.23% 


Management’s ability to execute a deleveraging strategy, to halt asset quality deterioration, and 
to resolve problem assets within expected loss scenarios are risks to achieving the forecast. 
However, our analyses of modeling support for loan losses, the bank’s ability to generate core 
earnings, estimated restructuring cost savings, and planned changes to its asset mix indicate the 
profit forecast is reasonably well supported, albeit subject to the ongoing risks. 


With respect to projected core earnings, the FDIC’s stress scenario assumes that core earnings 
remain at approximately $1.2 billion per quarter over the next 10 quarters through yearend 2010 
versus the Bank’s estimate of $I .4 billion per quarter in their recession case scenario ($1.9 
billion in the base case scenario), OTS reviewed the Bank’s core earnings estimates and 
concluded that core income assumptions are reasonably supported at the $1.4 to $1.5 billion per 
quarter level. Over 10 quarters, this accounts for approidmately $3.0 billion of the potential 
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additional capita! support. We understand the rationale of using the $1.2 billion per quarter 
assumption since this was derived from the lowest core income of $ 1 .4 billion in the most recent 
quarter. However, our examination team in looking at the Bank’s support for its core income 
assumptions felt that several facts wairanted some consideration (not included in the FDIC’s 
core income assumption) in arriving at a reasonable and supportable core income assumption. 
These facts included; 

o Actual core income has averaged $1.5 billion over the last several quarters. 

o WMB has already incurred significant cost to obtain approximately $1.0 billion in cost 
savings associated with essentially closing its mortgage banking operations that was 
unprofitable. 

o WMB is re-mixing its loan portfolios. The low yielding SFR loan portfolio is 

dramatically declining due to shutting down the wholesale loan conduit, amortization, 
refinancing into loans being sold to the GSEs, and losses, among other reasons. Over the 
next ten quarters, low yielding SFR loans are projected to decline by approximately $58 
billion. At the same time the Bank is retaining and bringing back on balance sheet higher 
yielding credit card receivables. Despite the increased loan loss provisions associated 
with these credit card balances, the higher yields on the relatively smaller portfolio more 
than makes up for the loss of the larger portfolio of lower yielding SFR loans and is 
accretive to core income. 

o Fee income improvement from a conservative (approximately half of historical growth 
and close to interest credited) projected growth in deposits. 


Our analysis concluded that the forecast and underlying assumptions are reasonable but subject 
to ongoing risks, including; 

• Economic conditions, housing prices, and employment levels worse than assumed. 

• Default probability and/or loss severity for loans greater than estimates. 

» Execution risk of ongoing and future changes to the business strategy. 

• Operational risks, including legal and reputational risks. 

® Rating agency downgrades further than assumed. 

• Declining valuation of pledged assets for liquidity purposes. 

» Changes in interest rates or the shape of the yield curve. 

As a result of these ongoing risks, we stressed management’s recession case earnings by $500, 
pretax, using the FDIC’s capital analysis. This analysis essentially resulted in stressed operating 
earnings approximating $1.1 billion per quarter through YE 2001. Using this stressed income 
and maintaining losses within the range forecast through 2010 results in capital ratios that are 
below the MOU requirements, but within well capitalized status. 

This analysis is illustrated in the table that follows; 
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BeginaioR GAAP Equity 

S24380 

524,380 

$24380 

July 20&8 CanhaJ Injection 

2,000 

2,000 

2.000 





EaminEs Before Prov thru YE 2010 

12.004 

n,i48‘ 

14.148 

Cum. Loss Est. (Home Loans) 

(19.000) 

(15.000)* 

(15.100) 

Other Loon Losses 

(9.100) 

(9,100) 

(9.100) 

Foreclosure Cost 

(3.450) 

(3,450) 

(3.450) 

Losses taken in 2008 

2,200 

2,354^ 

2.354 

Exislins ALLL al 2008 

8.456 

8.456 

8.456 

Embedded Losses in APS Sec. 

(1.475) 

(84U* 

0 





Net CaoitaJ Impairrnenl 

(S10.305) 

(56.534) 

($2,693) 





Reeulatorv Capital Ratios @ vearend 2010 




Tier 1 Leverage 

5.0% 

6.8% 

8.4% 

Tier 1 Ridc-based 

5.1% 

7.2% 

9.0% 

Total Rj^-based 

8.6% 

10-6% 

12.5% 


Capital-3\ 

The overall level and composition of capital is considered less than satisfactory but is currently 
considered adequate to withstand immediate pressure stemming from significant credit 
deterioration, insufficient earnings, and other negative market trends. Although the examination 
concluded that capital was adequate in the short-term, maintaining satisfactory levels in the long- 
term is, in part, dependent on the severity of the credit losses emanating primarily from the SFR 
loan portfolios and on management’s ability to appropriately react to risks posed by the current 
market events and economic downturn. Management’s actions to improve WMB’s capital 
position include the curtailment of riskier lending produas, suspension of dividends, current and 
future material reduction of assets, accessing the capital markets twice at the holding company 
and infusing a total of $6.5 billion into the bank since the fourth quarter of 2007. 

The holding company (WMI) raised $3 billion in capital in December 2007, and another $7.2 
billion in April 2008. Capital infusions to WMB ($6.5 billion between Decemberl, 2007 and 
September 11, 2008) maintained their capital ratios above well-capitalized levels and internal 
targets. At June 30, 2008, Tier 1 Leverage ratio was 7. 1 percent and a Total RBC ratio was 12.4 
percent (per UTPR). Subsequently, WMB’s Tier 1 Leverage ratio increased to approximately 
7.6 percent and the Total RBC ratio to 13.2 percent as additional capita! was contributed. WMI 
has retained approximately $1.5 to 2 billion from capital raises for debt service, future WMB 
capital needs and to maintmn its credit rating. The April 2008 $7.2 billion capital raise included 
a “price protection” feature that states if there is a change of control of the company or the 
company sells more than $500 million of common stock or equity-linked securities within 18 

^ Based on WMB recession scenario operaling income that is stressed by J500.0 million, pretax 
^ OTS reflects losses projected for 200S'2010 vs. FDIC projectiwi that all life of loan losses occur by YE 2010 
^ Reflects actual 2Q08 losses 

^ OTS assumes net of tax unrealized loss, FDIC assumes ^oss unre^ized loss 
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months of closing at a price lower than $8.75 per ^are, the company would have to pay the 
difference between the lower price and $8.75 per share to the investors. This feature effectively 
precludes more than $500 million additional capital from sources other than the TPG investor 
group while the price protection feature is active and the stock trades below $8.75, The 
company’s stock was recently trading at less than $3 per share. 

WMB forecasts its earnings and capital levels under two scenarios, a Base Case and a Recession 
scenario. The Base Case assumes the most probable level of credit losses, while the Recession 
scenario assumes the high end of credit losses. The Base Case also uses the forward rate curve, 
while the Recession scenario assumes a fed rate cut to i percent, lower GDP, higher 
unemployment, and steeper housing price declines. As shown below, all capital levels are above 
the minimum levels required by theMOU of 6.75 percent Tierl and 11.25 percent Total RBC. 



iiiii 





E&mings 



(500,166) 

(511.535) 

232,423 

622.200 

1,040,294 

3.534,477 

Ending GAAP Equity 


25,070,646 

24,420,480 

23,908,945 

24;14U68 

24.763.568 

25,803.862 

29.338.339 

Ti«- 1 Leverage Ratio 


7.46% 

7.62% 

7.67% 

7,27% 

8.26% 

8.72% 

10.48% 

Ti« 1 Risk-based Ratio 


g.81% 

8.70% 

8.56% 

8.72% 

9.09% 

9.62% 

n.46% 

Total Ri^-bascd Ratio 


12.89% 

12.84% 

12.68% 

1®^ 


Earnings 


(1,350.555) (1,077;J80) 

(835.264) 

(376,880) 

144,352 

186,260 

2.009,194 

Ending GAAP Equity 


24,579,191 

23.651,811 

22.816.547 

22.439.666 

22,584,018 

22,770,278 

24,779,473 

Tier 1 Leverage Ratio 


7,42% 

7.45% 

7.29% 

7.27% 

7.46% 

7.65% 

8.63% 

Tier J Risk biased Ratio 


8.73% 

8.37% 

8.08% 

7.96% 

8.10% 

8.26% 

9.33% 

Total Ri^-based Ratio 


12.82% 

12.51% 

12.19% 

11.92% 

11.99% 

12.16% 

12.80% 


As shown in the Earnings analysis, if we further stress the Recession Scenario by lowering net 
income by $500 million after taxes per quarter (beginning in 4Q08), the resulting capital levels 
temporarily breach the levels required by theMOU, but remain above the “well-capitalized” 

PCA threshold. However, at this time, based on a comparison to the S&P performance for 
similar loans, the credit loss estimates are not out of line and the additional stress of $500 million 
per quarter provides for a margin of error. 

The forecast and underlying assumptions are subject to ongoing risks as stated above, 
Management-3'. 

We concluded that Board oversight and management performance was less than satisfactory, 
largely due to the significant deterioration in the Bank’s financial condition since June 2007. 
While some of the deterioration was attributable to the downturn in credit and housing markets, 
other contributing factors should have been more proactively managed. The most significant 
contributing factors include continued SFR underwriting weaknesses, an Enterprise-wide Risk 
Management function that was not fully effective and various compliance deficiencies. The 
failure to address these weaknesses fully in a timely manner is now exacerbating SFR credit 
losses. Management has commenced positive steps to address the deficiencies noted, and we 
believe are capable, under the leadership of the new CEO, of correcting them. 
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With our support, a new CEO was put in place on September 7, 2008. The organization was 
experiencing a loss of confidence in the abilities of the former CEO. The board was unanimous 
in moving to find a qualified CEO quickly. 

Management has regularly revised its financial forecasts to better reflect these unprecedented 
times of home price declines, secondary market disruptions and event risk among other things. 
This is not unusual and reflects management’s continual effort to updating forecasts and plans as 
information changes. 

Much of the Bank’s asset quality and earnings problems stem from the Home Loans Group. 
Management personnel of the Card Services and Multi-family/Commercial groups are 
considered capable. While the Retail Banking group is currently without a permanent senior 
manager, middle management is satisfactorily running this segment of the bank under the 
direction of the COO. Operations management under the CFO, including treasury and market 
risk management, are considered strong. We have criticized the Enterprise Risk Management 
function, but this has been significantly strengthened with the recent addition of a capable Chief 
Enterprise Risk Officer. 

As noted above, the bank’s current condition and poor operating performance are primarily the 
result of insufficient risk management and oversight of the Home Loans Group that made it 
vulnerable to the current housing and economic downturn. The strategy over the last three years 
of expanding home lending increased credit risk from relaxed underwriting practices, weak 
controls, and concentrated delivery of nontraditional mortgage products to higher risk geographic 
markets. Despite our past examination concerns about underwriting practices, oversight was 
insufficient to control the escalating risks. The last several examination reports criticized various 
aspects of SFR underwriting; however, the most notable criticism pertained to underwriting of 
stated income loans without effective reasonableness testing. Similar criticism has been noted in 
internal credit review reports. These underwriting practices, resulting in the large credit losses, 
were not timely addressed and the bank only recently exited higher risk lending, including stated 
income lending. 

The weaknesses in compliance management that we identified in our prior examination, although 
improved, continue to require management’s attention. The primary weaknesses are unclear 
compliance roles and responsibilities, lack of consistent self-testing methodolo^ and 
measurement metrics across business units, lack of compliance leadership continuity, 
mismatched managerial line authority and accountability, and inconsistency in implementing the 
stated commitment to compliance best practices. In addition, we found a violation of the 
BSA/AML Cease and Desist Order due to a continuing inadequate compliance program and 
failure to satisfactorily address the backlog of alerts. 

There have been several notable board changes since the prior examination: 

• The directors amended the bylaws to increase the board from 13 to 14 members and 
elected Stephen 1. Chazen to the Board. Mr. Chazen is President and CFO of Occidental 
Petroleum Corporation, an international oil and gas exploration and production company. 
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• The board elected David Bonderman, Maiiaging Director of the global private investment 
firm, TPG, pursuant to the April 7, 2008, Investment Agreement between WaMu and 
TPG Investors. 

• Directors Mary E. Pugh and Ann V, Farrell left the board. Mr. Bonderman succeeded 
Ms. Pugh as Chair of the Finance Committee until June 2008 when Director Grin C. 

Smith was appointed Chair. Mr. Bonderman serves as Vice Chair. 

• Independent director Stephen E. Frank assumed the position of Chairman of the Board 
formerly filled by CEO/Director Kerry Killinger. The change, initiated by the 
shareholders, is a measure intended to strengthen corporate governance. 

• At TPG’s request, Larry Kellner, former EVP and CFO of American Savings Bank and 
currently COB and CEO of Continental Airlines, is a board observer. 

• WaMu has initiated a search for individuals with extensive financial services and strong 
leadership experience to fortify the board as new independent directors. There is 
currently one board vacancy. 

Senior management changes during the review period; 

• Chief Legal Officer Fay L. Chapman retired and Stewart M. Landefeld, a partner of 
Perkins Coie LLP, served as interim Chief Legal Officer until Michael S. Solender, 
formerly General Counsel of the Bear Stems Companies, was named Chief Legal Officer 
in June 2008. Ms. Chapman will serve as consultant to WaMu for two years. 

• John P. McMurray replaced Ronald J. Cathcart as Chief Enterprise Risk Officer. Mr. 
McMurray, formerly the chief credit officer at Countrywide Financial Corporation, joined 
WaMu late 2007 as Chief Credit Officer. Mr. Cathcart has resigned. 

• President and COO Stephen J. Rotella assumed James B. Corcoran’s responsibilities as 
President, Retail Banking on an interim basis until a permanent successor is selected. 

Mr. Corcoran has resigned. 


Liquidity-3: 

The Bank’s liquidity position is less than satisfactory because of uncertainty about the adequacy 
of future funding sources and needs. The examination concluded that absent some significant 
negative event, current sources will likely be sufficient to fund current and projected operational 
needs. WMB’s liquidity position was impacted negatively by the secondary market disruption 
and WMB has effectively lost access to the secondary market (other than mortgage loan sales to 
the GSEs) as a funding source for mortgage and credit card products. Liquidity is also suffering 
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from headline risk and there are signs that regulatory issues have and will impact FRB potential 
funding. 

WMB is dependent on retail deposits and secured borrowing for fiinding. The institution lost 
approximately $9,1 billion in retail and small business deposits in the months following the 
IndyMac Bank failure and an unexpectedly large second quarter loss announcement. Some 
illustrative data around these withdrawals include; an estimated 69% of the funds outflow 
represented uninsured money, a high percentt^e of customers withdrawing money maintained 
an account relationship with WMB; the actual number of new accounts was stable or grew 
during this time period; the average cost of funds leaving was reported as being the relatively 
higher costing funds. WMB has run several five day CD promotions at a relatively high rate. 
Management estimated that if all the $9.1 billion was replaced at this high rate, the impact on 
cost of funds would be approximately $200 million spread over several quarters. 

Liquidity needs have lessened due to significant curtailment of lending activity and should be 
further reduced due to planned asset shrinkage. Liquidity funds management practices were 
judged satisfactory and management exhibits a strong knowledge of liquidity risk management. 
The implementation of a well -developed contingency plan has allowed the Bank to maintain 
excess liquidity in a difficult market environment and to react to rapidly changing credit 
environment. 

The FHLBank of San Francisco applies conservative market valuations on pledged collateral 
before discounting it to its borrowing capacity. As the housing and financial markets 
deteriorated since mid-2007, the FHLBank systematically lowered the borrowing capacity for its 
members and future haircuts are expected. 

Liquidity is managed to ensure sufficient liquidity under two stress scenarios and the bank 
presently has nearly $45 billion of total liquidity, not including its potential $8 billion access to 
the FRB discount window. Under the most severe stress scenario, WaMu had $13.8 billion in 
excess liquidity at July 3 1, 2008. This excess liquidity is after an assumed 2 notch downgrade in 
ratings, a 10% additional retail deposit run off and a $5 billion commercial deposit run off, 

FHLB haircuts increasing another 4%, no credit card securitization or conduit rolls. The stressed 
excess liquidity of $13.8 billion is below the Bank’s internal $25 billion policy threshold that 
was set when the Bank was heavily engaged in mortgage banking operations and larger in size. 

Management is continuing to build its liquidity through retail deposits and pledging additional 
collateral for borrowing lines. Current uninsured retail deposits are estimated at $17 billion but 
expected to be approximately $3 billon less when an account by account scrub is done and 
uninsured commercial deposits are estimated at $5 billion. Recent deposit trends are generally 
stable and back to pre-IndyMac patterns. 

Sensitivity to Market Risk-2: 

Both the OTS and FDIC concur with the rating in this component. WaMu’s exposure to interest 
rate risk was minimal at December 31, 2007, based on internal NPV modeling estimates and the 
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quantitative guidelines contained in Thrift Bulletin 13a. Internal interest rate risk results indicate 
a modest interest rate risk profile throughout the examination review period, including the most 
recent June 30, 2008, results. Estimated post-shock NPV ratios have consistently been in excess 
of minimum NPV limits established by the board. 


Asset Quality-4: 

Asset quality deteriorated significantly and is considered unsatisfactory. Pronounced 
deterioration has occurred in SFR portfolios resulting from housing and economic weakness 
coupled with management’s underwriting practices, concentrated use of nontraditional mortgage 
products, and weak controls within the Home Loans Group. Undue emphasis had been placed 
on loan production at the expense of loan quality. While problem asset levels increased, the 
Bank’s interna! asset review function remains satisfactory, and theMulti-family/Commercial and 
Credit Card Groups and their credit processes are well managed. Concerns were also cited in the 
Small Business loan portfolio, which remains relatively small. 


. ’ t; 







Delinquent Loans |30-89 days) 

5.441.790 1.77 

5,243,686 2.14 

4,741,615 1.B9 

Nonperforming Loans 

10.025.164 3.27 

8.133.286 3.33 

6,431 .861 2.57 

Repossessed Assets 

1.531.807 0.50 

1,381.066 0.43 

1.015,127 0.31 

Nonperforming Assets 

11.556,971 3.76 

9,514,352 2.89 

7.446.988 2.29 

ClassiHed AssetsJ 




Core Capital * AHowances 

43,44% 

40,74% 

32,74% 






SFR Delinquency Rate 

7.47 

5.76 

4.18 

Home Equity Delinquency Rate 

4.00 

3.48 

3.12 

Subprime Delinquency Rate 

25,19 

23,09 

21.25 

Managed CC Delinquency Rate 

7.05 

6.89 

6,47 


The SFR prime, subprime, and home equity lending programs have been the predominant source 
of WMB’s asset quality problems. The examination found the underwriting policies, procedures 
and practices in need of improvement, particularly with respect to stated income lending which 
has subsequently been discontinued. The Bank utilized an Automated Underwriting System that 
proved has limited effectiveness in proactively adjust to an increasing credit risk environment. 
The Bank lacked an effective reasonableness test process for stated income lending and policies 
and procedures were not uniform in the Home Loans Group. With our encouragement, stated 
income lending was discontinued for all channels during the examination. 

Nontraditional pay-option ARM produas are concentrated in prime and subprime portfolios 
representing 38 percent of total loans. Home equity loans account for 33 percent of total loans. 
The loan portfolio is geographically concentrated with 50 percent of loans secured by properties 
in California and 10 percent secured by properties in Florida, both states suffering from highly 
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depreciating real estate values. Approximately 48 percent of loans were originated in 2006- 
2007, a time when underwriting and controls were weak, 

Refer to the Earnings section for analysis of estimated loan losses. 

Management recently ceased making subprime loans, pay-option ARM loans, and all stated 
income loans and home equity loan production is nominal. In addition, they resized the Home 
Loans Group by discontinuing the wholesale lending channel, eliminating thousands of 
positions, and by focusing on mortgage lending directly to its customers through its retail 
distribution channels. 
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Finn. Michael E 

Tue^ay, January 24, 2006 7:25 PM 
Chow, Edwin L; Dochow, Darrel W 
FDiC partidpation 


From: 

^nt; 

To: 

Subject: 


The message was crystal clear today. Absolutely no FDIC participation on any OTS 1 and 2 
rated exams. We should only be copying FDIC on 3/ 4 and 5 ROE transmittals - no cc or bcc 
on ROEs of Is and 2s. We should also deny FDIC requests to participate on HC or affiliate 
exams. I'll fill you in when I return. 

Permission for FDIC to join us on WaMu and Downey will stand for now, but they should not 
be indirect contact with thrift management or be requesting info directly from the thrift. 
Please remind Regina and Lawrence. 


Mike Finn 


Permanent Subcommittee on Investigations 

EXHIBIT #49 
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wm board meeting 


Page 1 ot 2 


From: Carter, Lawrence D 

Sent: Monday, June 19, 2006 1 ;30 PM 

To: Dochow, Darrel W <dochowdw@ofBce of thrift supervision.com> 

Subject: RE: wm board meeting 


Too late. 1 was bringing him up to speed this morning, and casually answered as to who I knew was attending the 
board meeting from our side and time and date. Didn’t even cross my mind that we would have an issue with 
their attendance at the board meeting. He has already emailed his people, but said he will "repair damage" if we 
need to backtrack. Sorry. 

While on the subject, Steve has offered a small number of FDIC people to help with MSR, credit scoring, and 
Basel (especially op risk), which i would certainly like to take him up on, but know we will have to follow protocol. 
He will need to know relatively quickly in order to get some of these people on the schedule if possible. Let me 
know how to proceed here. 

Original Message 

From: Dochow, Darrel W 
Sent: Monday, June 19, 2006 8:04 AM 
To: Carter, Lawrence D 
Subject: FW: wm board meeting 
Importance: High 

FYI, in case Steve asks you, say that you will follow-up with me. 

Original Message 

From: Dochow, Darrel W 

Sent: Thursday, June 15, 2006 1:11 PM 

To: Finn, Michael E 

Subject: RE: wm board meeting 

Will do. 

— Original Message — 

From: Finn, Michael E 

Sent: Thursday, June 15, 2006 11:33 AM 

To: Dochow, Darrel W 

Subject: RE; wm board meeting 

Please hold off contacting Steve until you hear back from me. Given Scott P's firmness on FDIC 
issues, I have call in to take his pulse. 

— Original Message — 

From: Dochow, Darrel W 

Sent; Wednesday, June 14, 2006 4:58 PM 

To: Finn, Michael E 

Subject: FW: wm board meeting 

FYI. I intend to respond to Steve tomorrow if possible and wanted you to know of the request in 
case any thinking has changed. We typically would have them attend as an observer if they wanted. 
— Original Message — 

From: Funaro, Stephen P. [mailto:SFunaro@FDIC.gov] 

Sent: Wednesday, June 14, 2006 4:47 PM 
To: Dochow, Darrel W 
Cc: Carter, Lawrence D 
Subject: wm board meeting 


Permanent Subcommittee on Investigations 

EXHIBIT #50 
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wm board meeting Page 2 ot 2 

Darre!, 

The FDIC (myself and a representative Irom the RO - likely ARD Doerr. or DRD Vlllalba, or RD 
Carter) would like to attend the WM Board meeting when examination findings are presented. Has a 
date and time been established and do you know who all will be attending from OTS. Thanks, 

Steve 
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FDIC 


Memo 

.To: Bill Baxter, ^don Chief.JLffge - • ) 

Throu^ : J. Getffge Docit, Assistant Regjonat E^rectca- 

From: Ken Kroemer, FDIC Exaniiner-lD-ChjB-ge:Wadimgton Mutual Bank 

Trina Disig, FDIC Asset Manager — ; Mutual Bank . • { Fwwrtt^i Font: p» i 

CC : Stephen Funaro, Dedicated Examiner 

Date: 

Re: Potential Impact ofa Possible Housing BuW>te on Washington Mutual 

__ .^Bank • • { Fownattel: Font: Tunes, 12 j 


Summary 

Washington Mutual Bank’s CWMBl j ingle-family residential (SFRI J oan porfolio 
has emtffidcled risk factors that increase exposure to a wide^xead dreline »n housing 
prices. The overall level of ri^ is moderate, but increasing. Management practices 
are acceptable. 


Background 

A deflating hou^g bubble could materially affect several aspects of 
WMB ’s W as h i naton Mutu ^ B ank^Jjusiness model A general decline in housing 
prices would adversely inqiact: 

b) Tbehi:»nc equity loan portfolio,;and_ 

c) Mortgage banking revenue. 


A decline in home prices is one of several factors that coidd adversely affect 
WMF5I§W9shingteoMu(uatBank:8(WPiASiSFR loan portfolio. f^lqre include a 
su^ained increase in interest rates and a general economic slov^own. flus 
memaandum is limited to a discussion of the SFR portfolio’s vulnerability to a 
weakening housutg market 


- • { Formatted; Font: 12 pt 

[ Fvmurtted: Font: Times, 12 pt 


• - ( FfrnMttwl! Fotit: Tima, U pt j 

- ( Fitrmrttwl! Font: Times, 12 pt ) 

[ FMntted: Font: Times, 11 pt ] 

• ^ I forwmBwl! Font: Ttmes, 1? pt ] 

• j PortnWtwl: Font: Tlmw, 12 pt | 

, •• -j f»n>>»tte<l! Font Tlmw, 12 pt j 


SFR Loans 

The SFR portfolio is apprised of heid-fw-mvestmcntfHFI) loans irfSl 12.5 billion 
and $26.8 biliicm in held*fcr-sal« (HFS) loans. An additional $20 billion is held in 
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mortga^-backed securities. The asset quality of fee HFI portfolio rranains 
satisfecacsy as depicted by a low level of adverse cla^ficatkais andciia’ge-offs. 

The SFR HFI pcrtfolio contains several characteristics feat de^^te Hs ride profile. 

Tb^ elements include a substantial volume ctf C^cai ARM loans, l^brid loans, 
and low-doc loans, as well as relatively recent product safe as interest-only 

loans. The portfolio is lately unseasoned and has geogtiliMct^icattralions. 

Afproxlmately $27 billion or 24% of the pcatfolio has FI<^ scores of less fean 660 
and $5.4 billion or 5% of loans have loan Laafv-to-values (LTV) geater than 80% 
without mertgage insurance. Included in fee p^^'io ae loans original for to 

investors but deemed unsaleable due to defects; and k^ns rqHinfea^ frenn 
inveslas, generally due to early default Many loans have muh^^ridifactess. In 
addition, long^nding underwridng deficiencies add yet anofeer layCT <rf risk to the 
portfolio. A sife sequent of the SFR HFI patfolio is fee Loans to Higha'-Ridc 
Borrowers initiative that is discussed latCT. 

• Option ARM, Hybrid and Interest-Only- The HFIpertfolio consists largely of 
ARM and hybrid products, represeniing6l% ®id 32%rf^poitfolio, resp^ively. 
These products expese fee instituticai to eifeanced risk primarily ilvough potential 
payment shock and negative anxxiization. Op&on ARM loans can negatively amortize 
to 125% of fee cffigjnal jMincipal amount. The internal analysis indicates a significant 
migration of pc^tial negative amortizatitHi loans to loans feat actually negatively 
amortize. While the potential negative ariKHiization loans declined to 65% of Optical 
ARM loans at March 3 1 , 2005 fit»n 91% at a year ago. loans that are negatively 
amortizing rose nc^bly from 5% to 33% ova- the same period Intonal data revealed 
that the percoitage a[ loans negatively anxMlizing has intreased ma« rapidly for lower 
credit quality Oower FICO score) loans over the past twelve months fean it has for 
loans of higher CTedii quality The Interest-Only product is relatively new, wife $9 
billion outstanding. 

• Low Documentation - The verification oS source and income level is critical in 
determining the reliability of debt-to-incomc and borrower's ability to repay a loan, 
especially for Option AI^ bcffrower who may be exposed to a substantial payment 
increase. As su^ leans feat do not have full income verification may experience 
higher default risk. The low documentation loans rqiresent 58% of the HR pcrtfolio. 

• Unseasoned Portfolio - Payment shock ride embedded in the Option ARM product 
does not manifest itself until fee 6 ! “ month of each loan, when the interest rate resets 
and the outstanding principal is amortized over the remaining tenn of the loan As of 
March 3 1 , 2005, afproximately S 1% of the Option ARM pcatfoho was enginated 
within the last two years These borrowos are predi^rosed to repricing feock in a 
rising rate scenario based cxi their lower start rates and initial minimum payments. 

• Qeoj^^hJcConcenirationsj^ 
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* ^arket data suggests that a housing tHibbte does ikM exist on a n«kHiwide scale, but 

that in scane regions the rapid rates ^ hcasing psice increases may be unsustainable, it 
is widely thought -that hcane prices could stagnate in axne msk^ rather than exhibit 
gen^^al price deflaiiOT. On tlw other hami in stwne roarksfe |«ce indicators such as the 

jelahonship between heme prices and inaii;et and the ^el of non-owner 

occupied properties pcstend a price correciicnt Anodc^ evidea^ suggests specidative 
fesrees may be drivii^ wp values in select locates. Martels peredved as hi^ier ri^ 
mclude Southern California, South Florida, and Las V^s. WMB’s SFR portfolio is 
distributed as follows: 


Califcmia 

42% 


- 

New Yofk/New Jersev 

11% 



Flcxida/Gecff^a 

Nevada/ArizonaAJtah/Colorado 

6% 

......... 


Washington/Oregon^daho 




Illinois 

4% 



Texas 

2% 



Odier 

21% 




Loans to Hi^ier-Ri.sk / Sub FTime Borrowers 

In January 2005, management developed a higho'-ri^ lending (HRL) slratt^ and 
defined company-wide higher-risk loans as follows: 

• Purchased sub prime loans through the Specialty Mortgage Finance {^4F) prop’am, • - • 

• Originated SFR loans with FICO sccHes below 620, 

• Oripnated consumer loans widi FICO scor^ below 660, and 

• Long Beach Mortgage Company's (I £MC) portfolio. 

Man^«nent intends to oqjand the HRL definiticn and layer additional risk - • 

characteristics in the fururc Cierently, the strategy limits HRL portfolio to 200% of 
Total Risk-Based Capital at the Washin^on Mutual. Inc. (WM) level This ratio was 
at 152%8sofMan:h31.2005. WMB’sHRLportfolio.whichcurrenlly excludes 
LBMC HFI loans, is $32,9 billion and represents 142% ofToial Risk-Based Capital or 
194%ofTierl Leverage Capital. UsingMarch31,2005capital figures, the raho fix 
WMB would mcrease to 275% of Tier ) Leverage Capital if the bank reaches the 
200% of WM Total Risk-based Capital concentration limit. 
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The individual sectors consisting the bans tohigher-ritfc borrowers' portfolio 
possess t^aracterisbes and ri^ parameters as detailed bebw. 


Si^FPor^tio 

The SMF pre^am involves the bulk purchase of sub prime loans from various 
onginators, with servicing generally retained by the seller. This portfolio totaled 
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qjproxiniately $18.9 billion al March 3 1, 20Q5, and conliiujes to be maiaged 
satisfactcsily. The delinquency ratio and loss rate wgemanagpatte ffl 5.68% and 
0.22%, respectively. However, the sub faime nature the bcsrowe*s|»cs«its 
additJOTial credit risks. The portfolio FICO s(ratificatk« jmd the semiple-weighted 
average FlCOs bear out the bcfrowers’ historically we^ financial poatbn. About 
69% of this portfolio has a FICO score of 620 cr tess. AdcBtioo^ly, nearly 60% cf the 
SMF portfolio amsisas of hybnd products tied to 6-intMflh LIBOR. These besrowers 
are suscqitible to an increasing interest rate environraan due to p^rooit shock 
prdilems. However, the loss exposure in ftiis pcatfolio is ncH excessive given the 
weighted average LTV of the entire portfolio is about 7^. 

Originated SFR Loans lo Higher-Risk Borrowers 

Management defined higher-risk loans in this portfolio to mchtde ail !o^ widi an 
original FICO score less than 620, Of the $ 1 12 billioo SFR HFI patfdio. 
approximately $ 1 2 billion or 1 1 % loans are lo higher-ride borow^ers. The Mardi 
2005 internal analysis indicates that loans to higher-ridj borrowCTS are riskier than the 
rest of the SFR HFI p« 1 folio because of lower FICO sccres. These loans have a 
hitler delinquency ratio cf 3% corrpared to 0.37% ftr non-HRL p«lfolk>. Another 
credit risk atttibute is the levels of Cation ARM and hytaid loans due to pKAential 
negative amortizadcxi and paymeiK shock in a rising rate environment Additionally, 
half of the SFR HRL portfolio is corrprised of low documentalico loans. Although 
this patfolio is subject to credit and intaesl rate rides, the loss e>qx>siffe on these loans 
IS gena-alJy mitigated by reasonable LTV pc«tticms. Appirodmately 88% oi the HRL 
portfolio has a LTV less than 80%. However, many of these bonowers also have 
home equity lines, further encumbering the collates^ and impainng the borrower’s 
overall debt service capacity. 

Originated Consumer Loans to Higher dUisk Borrowers 
A relatively smaU piortion of the consumer portfolio is designated as HRL, which is 
defined as first lien home equity loan with a FICO score of less than 620 and second 
lien home equity and other consuma borrowers with FICO sccre less than 660. Only 
4% of the consumer loans met the HRL definiuon as of March 3 1 , 2005. 
Management’s amlysis diows a delinquency rate of 2.39% fer HRL, which is eight 
times higher Uian the non-HRL portfolio However, the loss exposure in this portfolio 
is manageable as less than 8% of the HRL portfolio has combinwi LTV over 90%. 
Based on the loan sample reviewed, the average combined debt-to-incc«ne ratio was 
37% for loans to higher-risk botrowers and 3 1% for prune bcurowers. These averages 
are well below the bank’s p(dicy on maximum debt-to- income ratio of 55%. 


Long-6«Mh-Mw^es9-Gompany-(^BMC)^ HFI Portfolio _ - j Pftnwttwl: Pont: Tltnes, K pt ] 

The LBMC HFI pertfolio totaled $2.6 billion as of March 31 , 266s’, ^ is prej^^ to • '{ Font~Ttaes, iz pt ^ | 

increase to $5 billion by year-end 2005 LBMC is cunently an affiliate of 
althou^ management proposes to bring it under WMB as a si&ridiary to eximi the 
benefits of federal pre-emptic»i. As with the bexrowers in the SMF pm^ram, the 
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borrowers at LBMC rypicdly have a history of impaired cawlit. The wdghted average 
FICO tor this portfolio is 62 1 cwnpared to 605 for the SMF pc^<^. One added 
credit risk element present in this pcatfolio is the lew! of tow dociHnatoticn {i.e. 
seated inc«ne) loans, representing nearly 48% of the portfolio ccaiqjared to a modest 
6% for SMF. To tfie extent that borowers embellish their inccsne levds to «?ualtfy fw 
a loan, the LBMC HFI portfolio may eiqjerience g'ealer defauU levels- A san^ of 
loans was renewed as part of the examinaticBi, 3^1 4, ^?05 Visitation 

review disclosed pavasive vinderwriting weakness^ amilor to fi^d in WMB’s 
SFR loan pwtfolio. 

A significant pcxtion of LBMC HFI loaie are con^posed of fost liais wifli associated 
pi^back second liens that have been sold to or arc awaiting sale to investors. 
Although the ciunulative LTV ratio for the patfolio is nea-ly 100%, the iM'esetice ctf 
the piggyback second deeds may reduce LBMC’s loss pven d^^t eiqxisure. 
However, a recent study indicat^ that default rates sudi touts mi^t be as much as 
20% higher than ncm-piggyback loans. AdditionaMy, the borrowers in this palfolio 
are susceptible to a rising interest rue enviTOTmenl, as 90% <d this portfolio consists of 
2/^ H^ijrid loans tied to 6*monfli LIBOR. Given that the dd)t-to-incomc ratios are 
hi^ for tfiese bcgrowers, a payment shock could cause a in defaults. However, 
LBMC will not face this risk for the next two yeas since the HFI portfdio ccmssts cf 
new originations. 


M.LU_ 

WMB's managemart addr^sts goiaal a^i riste thrcAi^ Uie unalkica^ portion of 
the AlXL. At l Qwanoe tw Lo a n and L ea oc Locooo.^ At Maroh ag 1 ^<^003, the ALLL was 
$ 1 .256 billicsi. Of this, $874 million is allocate ftff expected losses in ^ pf^oJio 
based nxin a multipk of historical expoience. The remaining unallocated $382 
million is available fcr unforeseoi losses arising from caicenirations, new products, 
market events, etc. 


Management has not ^ccifically stress-tested the SFR portfdio for the impact of a 
hou^g bubble. It does perform risk assessmaits ctf majw hcaising markets and tracks 
the performance of sipiificant credit products by vintage and strau. No undue 
risks have been disclc^ 


Management acknowledges the risks posed by current market conditions end 
recognizes that a potoitial decline in housing pnees is a distinct possibility. 
Management bdieves, however, thai the impact on WMB would be manageable, 
since the riskiest segments of production are sold to investors, and that the% investors 
will bear the brunt of a bursting housing biiible. 
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Summary 

Washington Mutual Bank's (WMB) slngle-^ily residential (SFR) loan portfolio has embedded risk factors 
that in^ease exposure to a widespread decline in housing prices. The overall level of risk is moderate, but 
increasing. Management practices are acceptable. 


Bill Baxter. Sedion Chief. Large Banks 

J. George Doerr, Assistant Regional Director 

Ken Kroemer, FDIC Examiner-In-Charge; Washington Mutual Bank 

Trina Dong. FDIC Asset Manager Washington Mutual Bank 

Stephen Funaro, Dedicated Examiner 

Potential Impact of a Possible Housing Bubble on Washington Mutual Bank 


Background 

A deflating housing bubble could materially affect several aspects of WMB's business model. A general 
decline in housing prices would adversely impact: 

a) The SFR loan portfolio, 

b) The home equity loan portfolio, and 

c) Mortgage banking revenue. 

A decline in home prices is one of several factc»^ that could adversely affect WMB's SFR loan portfolio. 
Other factors include a sustained increase in interest rates and a general economic slowdown. This 
memorandum is limited to a discussion of the SFR portfolio’s vulnerability to a weakening housing maricet. 


SFR Loans 

The SFR portfolio is comprised of held-for-investment (HFl) loans of $112.5 billion and $26.8 billion in held- 
for-sale (NFS) loans. An additional $20 billion is held in mortgage-backed securities. The asset quality of 
the HFl portfolio remains satisfactory as depicted by a low level of adverse classifications and charge-offs. 


The SFR HFl portfolio contains several characteristics that elevate its risk profile. These elements include 
a substantial volume of Option ARM loans, hybrid loans, and low-doc loans, as well as relatively recent 
product offerings such as interest-only loans. TTte portfolio is largely unseasoned and has geographic 
concentrations. Approximately $27 billion or 24% of the portfolio has FICO scores of less than 660 and 
$5.4 billion or 5% of loans have loan-to-values (LTV) greater than 80% without mortgage insurance. 
Included in the portfolio are loans originated for sale to investors but deemed unsaleable due to defects; 
and loans repurchased from investors, generally due to early default. Many loans have multiple risk factors. 
In addition, longstanding underwriting deficiencies add yet another layer of risk to the portfolio. A sub 
segment of the SFR HFl portfolio is the Loans lo Higher-Risk Borrowers initiative that is discussed later. 


* Oi^ion ARM. Hybrid, and Interest-Only - The HFl portfolio consists largely of Option ARM and hybrid 
products, representing 61% and 32% of the portfcMio, respectively. These products expose the institution to 
enhanced risk primarily through potential payment shock and negative amortization. Option ARM loans can 
negatively amortize to 125% of the original principal amount. The internal analysis indicates a significant 
migration of potential negative anrrortization loans to loans that actually negatively amortize. VMiile the 
potential negative amortization loans declined to 65% of Option ARM loans at March 31 . 2005 from 91 % at 
a year ago, loans that are negatively amorfeing rose notably from 5% to 33% over the same period. 
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FDI€ 

Federal Deposit Insurance Corporation 

SSO ITtti Street MW. Washtngton. D.C. 20429-9990 pyiwon of Supervision «nd Cofwwnf Pfotaction 


July 5, 2005 


TO: 


Michael J. Zamorski 
DirecUn* 


THROUGH: John M. Lane 

Deputy Director 

FROM: Jc^ H. Corston 

Associate Director 


SUBJECT; Insured Institutions' Exposure IP a Housing Slowdown 


Backeround: 

In recent we^s, the media has reported extensively on (be growing possibUity of a bousing bubble. DIR 
and olher analysts cite residential real estate markets in San Francisco, Southern California, Phoenix, Las 
Vegas. South Rorida, Washington. DC, and New York as being potentially overheated. History has 
supported and examiners have viewed one-to-four fomily residential lending as low risk, widt the 
exception of local or regional markets that have experienced periods of significant economic stress. This 
view is reinforced by favorable risk-based capital treatment for one*to-four family residential loans and 
even more favorable treatment under Basel n. Despite the favorable history, we believe recent lending 
practices and buyer behavior have elevated the risk of residential lending. Concerns are compounded by 
significantly increased investor activity and new loan i»oduccs that allow less crediiwcM-thy borrowers to 
obtain mortgages. The new loan products of most concern include C^>tion Adjustable Rate Mtmgage 
(ARM) Loans, Interest Only (IO> Loans, and Piggyback Home Equity Loans. 

A study by the National Association of Realtors found that 23 percent of all American bouses bought in 
2004 were for investment, not ovmer occupied, and an additional 13 percent were purchased as second 
homes. Much of (his investor activity and (he new loan products mentioned above are fnrdicated on 
continued escalation of home prices. Moreover. LTVs are based on appraised values that are potentially 
inflated. Investor activity and promotional [liberal] lending could precipitate a more rapid decline in 
property values as investors and bomeowners/buyers react to any softening. 


Insured Institutions’ Exposure to a Housing Slowdown; 

(Turrently, insured institutions have not experienced any deterioration in credit quality from their exposure 
to residential lending and the home price boom. However, as new residential credit products season and 
interest rate/economic/home price variables c^iange, some institutions could become highly susceptible to 
increased delinquency and loss rates. 

While most insured institutions do not retain significant portions of hybrid ARM and 10 exposures, we 
have identified 1 8 banks and thrifts headquanered in potentially ri^ boom markets (San Francisco, 
Southern California, Phoenix, Las Vegas, South Flwida, Washing^n, DC, and New York) that have 
significant concentrations of ARMs and/or large originations of JO loans. We have also isolated 24 
institutions headquartered in these markets that have high exposure to acquisition, deveiopmeni and 
construction (ACC) lending which could be negatively affected by any softening in real est^ prices. 

Supervisory Response Options: 

I . Remind the Industry and exarulners that new residential mortgage stmcnires may increase 
historical PO/LGD rates. 


Permanent Subcommittee on Investigations 


EXHIBIT #51 b 


FOiC.WAMU.OOOOl S1 1 


VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 


PO 00000 


Frm 00412 Fmt6601 


Sfmt 6601 


P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 




ph44585 on D330-44585-7600 with DISTILLER 


399 


2. Conduct target reviews of specific instiaitions with high ARM and ADC exposure. 

3. Use standard exam procedures for specific institutions with high ARM & ADC exposure. 

Supervisory Concerns: 

Potential Housing Bubbie/Concentrations of Risk 

The ongoing housing boom in the hot markets listed above has been attributed to historically low interest 
rates, a shift of household assets from equities to real estate, increased investca- activity, and new loan 
products that allow otherwise ineligible borrowers to buy homes. Can real estate prices in these hot 
markets be sustained? 

Acconing to The Economist, recent downturns in British arid Australian housing markets dispel previous 
notions about the long-term stability of U.S . home prices: 

• Bursting bubbles or home price declines do not require a trigger, such as a significant rise in interest 
rates or unemployment. British and Australian home prices declined in the past year with only modest 
interest rate increases and low unemployment. 

• Home prices will not necessarily keep rising because there is a limited supply of land and growing 
number of households. As expectations of rising prices in Great Britain faded, demand declined, 

• Average home prices in the U.S. have not decreased fw a full year since statistics have been 
maintained. Some U.S. markets have declined over several years, and ouistdc the U.S. many countries 
have experienced a drop in averse home prices (such as Japan) over the last decade. In fact, rapid 
appreciation in the U.S. appears similar to the Japanese maiket just prior to its decade long decline. 

Low interest rates and declining revenue sources have caused lenders to create products to attract more 
customers, As a result, a significant volume of loans with higher risk characteristics are being offered to 
less creditworthy borrowers. Additionally, banks that originate mortgages to borrowers with lower credit 
scores or documentation defects are more likely to hold higher volumes of these loans because they can* t 
always be sold to the secondary market. 

According to the National Association of Realtors, 42 percent of all first-time buyers and 25 percent of all 
buyers made no down-payment on their home purchase last year. 

QpUon ARMS fand Borrower Pavmelil Behavior) 

Typical option ARM loans allow the borrower to make payments based on an iniroductory (leaser) rate, 
payments that only cover interest, or minimum payments that can result in negative amortiiation. The 
negative amortization may be allowed up to 123 percent of the original principal amount. These 
borrowers could eventually be faced with higher interest rales and required principal reductions >• 
resulting in substantially lidgher monthly payments. We assert that modeling of PD/LCD rates for these 
new, untested loans is far more difficult than conventional loans because sufTiciently-siressed data is 
unavailable. 

Interest Only Mortgages 

In California, over 60 percent of all new mortgages this year are interest wdy ix negative amortization, up 
from 8 percent in 2002. A decade ago, such loans were not even available to consumers. These loans 
could also have higher interest rates and will eventually have to be renewed into amortizing loans 
resulting in higher monthly payments. We assert that modeling of PD/LGD rates for these new, untested 
loans is far more difficult than conventional loans because sufficiently-stressed data is unavailable. 

Piggyback Home Equity Loans 

In lieu of Private Mortgage Insurance (ITVII), home equity loans are increasingly providing at least part of 
the down payment to reduce the primary mortgage to 80 percent. In many cases, the home equity loans 
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are made by the same institution that originates the first mortgage, resulting in increased risk that may not 
be evident from average loan-to-value percentages. Pi ggy back home equity loans could disguise the true 
nature of the borrowing relationship and are resulting in less credit protection due to the lack of PMI. 
These loans could also circumvent compliance with regulattxy Real &tale Lending Standards. While 
most institutions report favorable average LTV ratios, the LTVs may not factor in piggyback home equity 
loans and are based upon appraised values at what could be the peak of die market values, 

Letters of Credit and the Florida Condo Market 

There is a growing body of evidence that lenders along Florida’s Gulf Co<&t axe offering letters of credit 
(LOC) to high-end home buyers who use LOCs instead of acash down payment to reserve condos before 
they are built. This adds further to the ability of investors to contract for condos with even less money 
down and elevates the risk to the issuing lenders. 

Spillover Effect in Construction and Development Lending 

A housing bust could have an immediate negative affect cm construction and development loan portfolios 
if the expectation of flat or declining values results in fewer buyers and investors. 


Insured Institutions’ Exposure to a Housing Slowdown: 

Institutions with very high exposure to one-to-four family ARMs and ADC loans in boom markets could 
be negatively impacted by a real estate slowdown . To isolate institutions that have outsized ARM and 
ADC exposures as of 3-31 -03, we queried and analyzed Call RepofVMS A data on banks headquartered in 
hot markets (San Francisco, Southern California, Phoenix. Las Vegas, South Florida, Washington, DC, 
and New York) with assistance from DIR. We also requested narrative comments from the SF, ATL, and 
NY regions on particular mstitulions, The tabic and narratives below highlight banks and thrifts with 
ARM exposures in hot markets exceeding 500% of Tier 1 capital. This analysis is followed by a similar 
listing and narratives on institutions with ADC lending exposures in hot markets exceeding 400% of Tier 
1 capital. 

Large institutions, other than specialty mortgage or ADC lenders, were not included in our data query. 

Large institutions are well diversified, and wc believe they would not be as exposed to weaknesses in 
mortgage lending as smaller institutions which concentrate on their headquarters markets. 

Institutions with Significant 1-4 Ftanily ARM Concentrations in Hot Markets 

ARM/ RE 

Total Tier 1 Loan 

Assets Total ARM Capils) Yield 

Cert InstWutlOB Name/Locatteft CAMELS PFR $M LowSM 3-31-OS U-Sl-M 
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Washington Mutual Bank. FSB. Stockton. CA. TA S306B. OTS CAMELS 222223/2 
Holds S66B in Option ARMs. 70% of Opdon ARM customeis only make the minimum payment each 
month. Interest rate increases are capped on these loans through S'*" year of the mortgage. Nearly 50% of 
collateral is in California. Examiner indicates that $1 12B in residential mortgages are held-for- 
invcstmeni, with 24% having FICO scores of less than 660 and 5% having loan-to-valucs greater than 
80% with no PMI. No internal stress lest yet on effect of a hou^g bubble. 


Redacted 

by 

Permanent Subcommittee 
^^onlnvestigations^^^^ 


Institutions with Significant ADC Concentrations in Hot Markets 

ADC Lmik ADC / Tier 1 RE Loan 
Total Afsels OMstanding C»|Mtal % YiHd 

Cfrt InsUttitfon N«m* PFR CAMELS SM W 3.31-OS I2-31.M 
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Mortgage-Backed Securities and Residuals 

Significaru holdings of mortgage-backed securities and associated reatfoals rftouid also Iw considered at 
all insured institutions, particularly those in hot markets. While MBS sb« Qpcaliy AAA rated and should 
be less susceptible to credit losses than direct lending acliwties, residue nay prerent elevated risk as 
their subordinated structures absorb losses for senior tranche. AddidCHial soecning is needed to identify 
residual exposures that are not already captured by the Quarterly L«)ding Akal. 


Supervisory Response (^ttons: 

Bankers and examiners have generally considered residential cretUt as a low-risk lending field with 
perpetually low loss and past due rates. While this is a histcwically valid notiou the secular changes in 
home loan products during this decade could alter long-term default and loss behavior. Consideration 
I should be given to reminding examiners ^d the industry thatj^^hoiM_roqrtg^w_CMng[n_at^_oyer_the _ _ . - { Delved; mosi 
past two yeats contain liberal terms and conditions cfxnpared to traditional standards. We suggest that 
insured insuoitions establish ^propriatc concentration linuts, wmbIuci stress tests on ARM and ADC 
portfolios, and increase overall credit risk mitigation efforts. 

Targeted on-site reviews institutions with significant ARM and ADC exposures as illustrated above 
could prove helpful in identifying emerging pit^lems, especially if significant growth has taken place 
while higher-risk mortgage products have dominated the maritcL Sud> reviews sknild concentrate on 
these institutions’ underwriting standards, with oaiticular emf^asis on the evahiatiwi of the borrower's 
ability to repay under a stressed scenario, 

A vigorous review of policies and tnutsactions should also be considered at examinations of insdoitions 
with significant ARM and ADC exposures. Elevated exposures to new, untested loan {soducts 
characterized by high loan-lo-value r^os (based on loom market appraisals) and lower credit scores 
should warrant the most scrutiny. 

A RAC project is underway to determine the impact of a potential housing bubble on insured banks. The 
^up is in the process of pinpointing the most exposed insured institutions and weighing options for 
targeted on-site examination work. 


- 6 - 


roiC_WAMU_00801 51 1 « 


VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 


PO 00000 


Frm 00417 Fmt6601 


Sfmt 6601 


P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


404 


From: 

Sent: 

To: 

Subject: 


Doerr, J. George 

Thursday, S^tember 07, 2(X)6 1 1 :45 AM 
Funaro, Stephen P, 

RE: OTS re: WAMU 


Good. Stay tuned. 

Original Message 

From: Funaro, Stephen P. 

Sent: Thursday, September 07, 2006 8:37 AM 
To: Doerr, J. George 
Subject: RE: OTS re: WAl^ 

Meeting does not take place until next week - Thurs 9/14 

Original Message 

From; Doerr, J. George 

Sent; Thursday, September 07, 2006 5:56 AM 
To: Carter, John F. 

Cc: Owens, Serena L.; Villaiba, Vanessa I.; Funaro, Stephen P. 

Subject: Re: OTS re: WAMU 

I’ll be happy to write the letter myselfn later today. I’ll run it by you. Steve, what time is your 
call scheduled with Darrel? 

Original Message 

From: Carter, John F. 

To: Doerr, J. George 

CC: Owens, Serena L.; Villaiba, Vanessa I.; Funaro, Stephen P. 

Sent: Wed Sep 06 19:46:17 2006 
Subject: RE: OTS re: WAMU 

The OTS must really be afraid of what we might come across, but bottom line is we need access to the 
information. George; Although I don't know what input we‘11 get from DC, you might want to be on 
standby to have someone start drafting a response back to Finn stating that we don't view his 
actions consistent with his pledges of cooperation and emphasizing the need for us to have access to 
information without the OTS filter/spin or something to that effect, we also want to mention this 
is the second access issue that has come up on WAMU in a relatively short period of time citing 
their original plans to not provide Stephen any working space in the bank. Let's finesse it and 
keep it on the high ground but still get our points across. 

Original Message 

From: Doerr, J. George 

Sent; Wednesday, Septexaber 06, 2006 4:37 PM 
To: Funaro, Stephen P. 

Cc: Carter, John F.; Owens, Serena L.; Villaiba, Vanessa I. 

Subject: Re: OTS re: WAMU 

Well now that’s another thing. He absolutely agreed you'd have access to the Examiner Library. And 
he hasn't arranged that. 

Original Message 

From; Funaro, Stephen P. 

To: Doerr, J. George 

Sent; Wed Sep 06 19:17:45 2006 

Subject: RE: OTS re: WAMU 

Darrel Dochow contacted me today and we arranged a meeting for September I4th at SAM. He mentioned 
the purpose of the meeting was to coordinate "process workout and logistics" so I was assuming we 
would coordinate for the fall visit (scope of our work, new location, people, and time frame) and he 
would update me on Wamu since I haven't had access to the Wamu examiner's library since the end of 
the 2Q. He did not mention that the status quo was changing. 


From: Doerr, J. George 

Sent: Wednesday, September 06, 2006 4:03 PM 
To: Carter, John F. 

Cc: Corston, John H.; Funaro, Stephen P.; Villaiba, Vanessa I.; Owens, Serena L. 

Subject: OTS re; WAMU 

John, we received the letter from R0 Mike Finn regarding our routine request to join their next 
on-site exam target (subprime and economic capital) this Fall. As you know, Mr. Finn says NO, 
totally contrary to what Vanessa and 1 discussed with Deputy Darrel Dochow on August 17. I thought 
I'd 3 ust quote, in part, some of the letter (not sure if you can pull up a pdf on your blackberry) . 
"OTS transmitted a final examination report to Washington Mutual on August 30, 2006 in which the 
institution was assigned a composite 2 rating, CAhffiLS subfactor ratings of 2s, a 2 rating for 
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Compliance, and a 2 rating for Information Technology. We provided FDIC Senior Examiner Stephen 
Funaro with ail pertinent examination information, conclusions, and findings from these concurrent 
examinations. [In point of fact, here, we were on the exam with them.) In addition, we invited 
Assistant Regional Director George Doerr and Mr. Funaro to observe our presentation of examination 
findings to the Board of Directors of Washington Mutual. We are not aware of any disagreement the 
FDIC has with our examination findings or any expressed concerns regarding examination activities. 
[No, there are none, and we told them that.] 

"Regarding the specific areas of FDIC interest, the scope of our upcoming examination work includes 
reviews of economic capital and higher risk lending and we plan to share our exam findings with the 
FDIC, as we have in the past. [Sharing has always occurred, but we've been on the exam with them.] 
Based on our agreed upon examination conclusions, the lack of any known FDIC concerns regarding our 
past or planned examination activities, and our continued commitment to share all appropriate 
information, the FDIC has not shown the regulatory need to participate in the upcoming Washington 
Mutual examination. 

"We are committed to continuing to keep your office fully informed regarding all significant 
information and matters relating to Washington Mutual. In this regard, OTS Regional Deputy Director 
Darrel Dochow has already spoken with Deputy Regional Director Vanessa Villalba and Mr. Doerr to 
make arrangements that will ensure the FDIC receives the information it needs. [I have in my notes 
that when Vanessa and I spoke with Darrel Dochow on August 17, we specifically mentioned the need to 
coordinate with him on which exam targets we may want to join - he never said anything negative 
about that.] In addition, we have contacted Mr, Funaro offering to arrange plans for his ongoing 
communication with our case management team. [Steve - they have?) 

"We look forward to continuing an open and constructive relationship with the FDIC and commit to 
work closely with your staff to address any questions or provide appropriate information relating to 
Washington Mutual." 

Obviously, we have a major problem here. OTS is taking the approach we need to establish a 
"regulatory need to participate" on an exam, and that the basis would have to be disagreement on 
exam findings. Mr. Finn is totally missing the point on our need for timely accurate information to 
properly categorize WAMU for deposit insurance premium purposes, more so now than ever in the past. 
The downside of OTS's approach here - for WAMU - is that such information in the past has allowed to 
recognize that WAMU does a pretty good job with option arms, hybrid products, and subprime lending. 
If we can't observe that on-site, we might have to assume these are the type of products that push 
WAMU’ s risk category out the spectrum requiring higher premiums. 

Finally, we're only asking to send three examiners - this can't be a burden issue. 

Let me know how you want to proceed. 

And John Corston, we may need to elevate this if we can't get satisfactory resolution from RD Finn. 


PRIVILEGED 


FDiC-EM_00252240 


VerDate Nov 24 2008 13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00419 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


406 


DSC-SF:JGDoerr:10/5/2006:S:\Review4\DoeiTJ\WAMU\OTS Finn Response Final 10-06- 
06.doc 

Case Name: Washington Mutual Group n flfj 10 55. 

cc: Day Files CW UO' 

Institution Files- Washington Mutual Bank 
FO-Seattle (Attn. S. Funaro) 

WO-Large Banks Mr. Corston MB-5076 
JGDoeir 
MCawthon 
RD Carter 


¥ 


October 6, 2006 


Mr. Michael E. Finn 
Regional Director 
Office of Thrift Supervision 
P. O. Box 7165 

San Francisco, CA 94120-7165 


Dear Mr. Finn: 

I have received your response to our August 14, 2006 letter in which we request permission to 
participate in aspects of the upcoming examination of Washington Mutual Bank, Regarding 
your reasoning for rejecting our participation in these target reviews, you are correct that our 
request is not predicated on any current disagreement related to examination findings or concerns 
regarding supervisory activities at Washington Mutual. Such criteria are not prerequisite for 
requesting - or for the OTS granting - FDIC staff participation in target examination activities. 

As you are aware, the FDIC and the OTS have a long, cooperative, and productive working 
relationship with respect to the examination of Washington Mutual Bank, which we hope to 
continue. Past experience has proven that our participation in targeted reviews is beneficial to 
our respective Agencies, as well as to the Bank. For example, OTS supervisory staff continues 
to request assistance from FDIC specialists, with which they have developed a working 
relationship, for support on targeted reviews. Additionally, Bank personnel have been 
complimentary of FDIC staff participation. I would be happy to discuss specific examples at 
your convenience. 

The 2002 Interagency agreement entitled ‘Coordination of Expanded Supervisory Information 
Sharing and Special Examination^’and the related Board Resolution that was unanimously 
approved in January of 2002 both state that the OCC, the FRB, and OTS are committed to 
providing the FDIC information on and access to insured depository institutions (IDIs) that 
represent a heightened risk to the deposit insurance funds and selected large IDIs. Large IDIs in 
this context include“certain identified large thrifts supervised by the OTS,”mcluding Washington 
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Mutual Bank. The 2002 Agreement clearly allows for FDIC staff participation in examination 
activities to evaluate the risk of a particular banking activity to the deposit insurance fund. 


Washington Mutual Bank is a very large insured financial institution, and in our view 
participation on the upcoming targeted reviews is necessary to fulfill our responsibilities to 
protect the deposit insurance fund, a key objective of the 2002 Agreement. I trust this letter 
provides sufficient clarification with regard to our initial request, as well as expectations going 
forward. I look forward to your response. If I can provide additional information, please do not 
hesitate to contact me. 


Sincerely, 

John F. Carter 
Regional Director 
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Office of Thrift Supervision 

Department of the Treasury 



%10 


Wesf Region 


Pacific Plaza, 2001 Jlumj«ro Scrra Boulevard, Suite 650. Daly City, C A 94014-1976 

F.O. Box 7165, San Francisco, CA 94120-7165 • Telephone: (650) 746-7000 • Fax; (650)746-7001 


November 10, 2006 


Mr. John F. Carter 
Regional Director 

Federal Deposit Insurance Corporation 
25 Jessie Street at Ecker Square, Suite 2300 
San Francisco, CA 94105 

Dear Mr. Carter: 

I am writing to follow-up on out discussion last week about your October 6, 2006, letter 
requesting FDIC participation on our examination of Washington Mutual. 

As we discussed, OTS does not seek to have FDIC staff actively participate in our 
examination activities and conclusions at Washington Mutual. We do understand your need 
for access to examination information and your need to meet with OTS staff to discuss our 
supervisory activities at Washington Mutual. To facilitate this information sharing and 
discussions, we have agreed to allow your Dedicated Examiner, Steve Funaro, to conduct his 
FDIC risk assessment activities on site at Washington Mutual when our examination team is 
on site. All FDIC requests for information should continue to be funneled through our 
examiner-in-charge. 

We also understand that the FDIC may occasionally request OTS permission to have FDIC 
exam staff assist Mr. Funaro on site at Washington Mutual in his risk assessment activities. 
We will consider these limited requests to send additional FDIC staff to Washington Mutual 
on a case-by-casc basis. I agreed to your initial request to have one quantitative specialist 
assist Mr. Funaro on site at our current targeted review of value at risk and economic capital. 

Our offices have worked well together over the years and we look to continue that 
constructive relationship. Our supervisory team will continue our pattern of regular meetings 
with the FDIC to ensure you have access to all information that you need. 

Sincerely, 


Michael E, Finn 
Regional Director 
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SF:DSC:SFunaro:01/04/2{)07:S:\REVIEW4\SFunaro\WMB-OTS Exam Letter Jan 07.doc 

Case Name; Washington Mutual Group 

cc: Bank File (Washington Mutual Bank, Henderson, Nevada) 

FO - SEA (Funaro) 

JGD 


Mr. Michael E. Finn 

R^onal Director l»u j 

Office of Thrift Supervision, West Region ""N ' 0 280? 

P.O.Box 7165 

San Francisco, California 94120-7165 


Dear Mr. Finn: 

The FDIC requests permission to have examination staff assist Senior Examiner Funaro in his 
risk assessment activities at Washington Mutual Bank. The risk assessment activities will be 
coordinated with the OTS’s targeted examinations of asset quality and market risk which will 
start in the first half of 2007. Specifically, the FDIC requests one examiner to assist in the 
review of single family residential lending, one examiner to assist in the review of interest rate 
risk, and one senior examination specialist and one quantitative expert to assist in an ongoing 
review of the bank’s value at risk methodology. 

Thank you for your consideration, and we look forward to continuing the constructive 
relationship our agencies have established at Washington Mutual. If you have any questions, 
please contact me. Also, you or your staff may direct any questions to Assistant Regional 
Director J. George Doerr at (415) 808-8019 or Senior Examiner Stephen P. Funaro at (206) 284- 
1112. 


Sincerely, 

John F. Carter 
Regional Director 


Concur: 
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Office of Thrift Supervision 

Department of the Treasury 



West Region 


Nciftc Plaza. 2001 Junipero Serra BtMilevard. Suite 6S0, Daly City. CA 94d(4>i976 

P.O. Box 7165. San Fraiictsco.2OJH)IW’0*l* 746-70(XI • Fax: (650) 746-7001 


January 22, 2007 


Dear Mr. Carter: 

We re(»ived an undated letter from you on January 1 1, 2007 in which you requested 
permission to have additional FDIC examiners assist Senior FDIC examiner. Steve Funaro, in 
conducting his risk assessment activities at Washington Mutual. As noted previously in 
response to an earlier request, we understand that the FDIC may occasionally seek permission 
to have FDIC exam staff assist Mr. Funaro, 

Consistent with our earlier communications, I authorize your request to have three additional 
examiners assist Mr. Funaro in his assessment of interest rate risk, value at risk and single 
family lending. Please have Mr. Funaro coordinate all questions and requests for information 
through OTS Examiner in Charge, Benjamin Franklin. 

We will continue to communicate with your office regularly on our continuous examination 
activities at Washington MuUial. Hie next of our ongoing briefings is scheduled for 
February 1, 2007 in Seattle. As always, these briefings are open to you and your case 
management team. Please advise me promptly if there is any additional information that your 
staff needs to conduct its risk assessment activities. 

Sincerely, 

Michael E. Finn 
Regional Director 




/Viu-ftAtl — inc- 


S' 




CJ w/ 0 'XM{_. 


' OTHER:_ 
3 OT::r 


Mr. John F. Carter 
Regional Director 

Federal Deposit Insurance Corporation 
25 Jessie Street at Ecker Square, Suite 2300 
San Francisco, CA 94105 
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Funaro, Stephen P. 


From; 

Sent: 

To: 

Co: 

Subject: 


Viiiaiba. Vanessa i. 

Friday, October 13. 2006 2:56 PM 

Doerr, J. George; Carter. F.; Corston, John H. 

Funaro. St^hen P. 

Re: wamu quarterly 


none of us were aware of this. 
Vanessa I. Villalba 

Deputy Regional Director 
San Francisco Region 


This message was sent using a blackberry. 

Original Message 

Prom: Doerr, J. George 

To: Carter, John F. ; Villalba, Vanessa I-; Corston, John H. 

CC: Funaro, Stephen P. 

Sent: Fri Oct 13 17;4S:S4 2006 
Subject: Fw: wamu quarterly 

Please read info about OTS denying us space and access to information. The situation has 
gone from bad to worse. I’m in Chicago awaiting my connecting flight home. (Delays) 


Original Message 

Prom: Doerr, J. George 
To: Funaro, Stephen P. 

Sent: Fri Oct 13 17:38:12 2006 
Subject: Re: wamu quarterly 

I didn't know this latest development. Do John and Vanessa know about this? How about John 
Corston? 


— --Original Message 

Prom: Funaro, Stephen P. 

To: Doerr, J. George 

Sent: Pri Oct 13 11:39:30 2006 

Subject: RB: wamu quarterly 

George, 

There is no bank specific issue you need to be there for. Our issue is with OTS 
management (Finn and E>ochow) and how they have apparently mislead RD Carter, DRD Villalba, 
you, and me. This regards space for the dedicated examiner and access to information >■ 
participation in OTS exams is a separate issue. I met with OTS examiners yesterday and 
they have not made arrangements for permanent space for me at the new location and 
protocols for information sharing have not been developed (they have been given no 
direction from their senior management) . I speak to misleading us as follows: In July rd 
C arter talked with Finn and he agreed to space and access. On 8/17 you and DRD villalba 
had a telephone conversation with Dochow and he agreed it. was not necessary to fix what 
was not broken and he promised access to space and information. On 9/lS I met with Dochow 
and he agreed to space and information sharing (although the exact method of information 
sharing was not fully outlined) . In addition to the quarterly at 1PM, on that day I have 
a meeting with Dochow and the exam leads at 9AM. I would like to iron things out at that 
meeting, but I am prepared for more of Dochow’s stalling tactics and misrepresentations. I 
did give the exam crew a laundry list of information I need on an ongoing basis, but I am 
not confident they can provide it: they do not have a resident team, they appear short 
staffed and are going through a transition from full scope exams to the continuous 
program, and only one member of the crew is local . 
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Original Message 

From; Doerr, J. George 

Sent: Thursday, October 12, 2006 9:56 PM 
To: Punaro, Stephen P. 

Subject: Re: wamu quarterly 

I don't plan to come unless there is an issue I should be there for. 


Original Message 

From: Punaro, Stephen P. 

To: Doerr, J. George 

Sent: Thu Oct 12 12:37:18 2006 

Subject: RE: wamu quarterly 

Finn, Dochow, and exam leads. It does not appear Albinson will attend, but Dochow left 
open the possibility. 

Original Message 

FrcMTt: Doerr, J. George 

Sent: Wednesday, October 11, 2006 11:20 PM 
To: Punaro, Stephen P. 

Subject: Re; wamu quarterly 

Probably not. I'll be in ShC the day before. But before 1 decide, let me know who is 
coming from OTS . 


Original 

From: Punaro, 
To: Doerr, J. 
CC: Villalba, 
Sent ; Wed Oct 
Subject; wamu 


Message 

Stephen P. 

George 
Vanessa I. 

11 14:33:08 2006 
quarterly 


George , 

Will you be attending the Wamu quarterly regulator meeting that takes place on Thursday 
10/19 in Seattle. The meeting is from 1PM to 3PM. 
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From: 

Sent: 

To: 

Subject: 


Doerr, J. George 

Friday, January 05, 200? 03:01 PM 
Funaro, Stephen P. 

RE: wm exam 


I'm just not relishing another round of "No." Well, let them make fools of themselves again! 

Original Message 

From: Funaro, Stephen P. 

Sent: Friday, January 05, 2007 11:37 
To: Doerr, J. George 
Subject: Re: wm exam 

I don't think so on the Vallue at risk side and the field will be supportive of SFR and IRR work. 

Not sure how Finn and Dochow feel about SFR review - may not want us getting a feel for how they are 
implementing NTM guidance, but we will keep it low profile. 

Original Message 

From: Doerr, J. George 
To: Funaro, Stephen P. 

Sent: Fri Jan 05 13:50:08 2007 
Subject: RE: vnn exam 

Any resistance expected that you know of? 


From: Funaro, Stephen P, 

Sent: Friday, January 05, 2007 9:48 AM 
To; Doerr, J. George 
Subject: vrni exam 
George, 

I had a discussion this morning with Bob Charurat who has been working on Wamu value at risk and 
market risk. He suggested we also request permission to bring a quantitative expert (Dan Nuxoll) to 
assist us on the market risk stuff at Wamu. I have updated the request to incorporate his 
suggestion. 

« Pile; WMB-OTS Exam Letter Final Jan 07.doc » 
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Funaro, Stephen P. 

From: Doerr, J. George 

Sent: Tuesday. F^ruary 06, 2007 11:32 AM 

To: Carter. J(^n F. 

Cc: Corston, John H.; Baxter, Bill R.; Hirsch. Pete D.; Funaro. Stephen P. 

Subject; FW: wamu 


J<^n. here we go again. This is unnecessary hair splitting OTS Seattle, and does not comport vwth the approval we got 
from RD Finn on participation. OTS wants to draw a distirtction between loan file review as an examination activity (that 
they c^)ject to) vs. risk assessment (whidi they do not object to). I dwit faOtom the distinction. When it comes to non 
fradltional mortgages, proper risk assessment would invc^ve getting a fee! for how tiie bank wisures compliance witii non 
traditional mortgage guidance, and to do that you do some file review. 

We should call Mike Finn and start the process of taking this up the line again. 

John, Bill, Pete - for now, we'll keep you advised. 


From; Funaro, Stephen P. 

Sent Tuesday, February 06, 2007 11:23 AM 
To: Doerr, 3. G^ge 
Street: wamu 

Geewge, 

I met with Darrel Oochow this mining and OTS is restricting FDIC on tiie current examination in ti^e SFR review segment. 
OTS virill not allow us to review SFR loan files. The FDIC Directive was to determine what steps the bar^ is taking to 
implement non traditional mortgage guidance - file review Is a part of that risk assessment. OTS view^ FDIC inv^vement 
as assisting the dedicated examiner v^ereby FDIC examiners would be author!^ to took at bank reporting, have access 
to OTS examiners, and view OTS woric products. In a letter dated 1/22/07, OTS RD Finn authorized ttie FDIC r^u^t to 
have three additionat examiners assist the dedicated exarntner in his assessment of interest rate risk, value at risk, and 
single family lending - that letter did not contain any restrictions on <Mjr involvement. 

Darrel Do(^>gw stated that the FDIC has not been given permission to participate in the OTS asset quality review, and it 
has not d^onstrated a need to participate In that review. Apparently, OTS views loan file review as examination \A^rk 
which is dtetinct from risk assessment activities. In any event, this situation ttvows resources we have dedicated into 
limbo. 
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VerDate Nov 24 2008 


Re: Call from Sheila this evemng 


Page 1 of 1 


From: Ward, Timothy T 

Sent: Wednesday, March 26, 2008 10:09 PM 

To: Reich, John M <reichjm@office of thrift supervision.com>; PolakofF, Scott M 

<polakoffsm@ofrice of thrift supervision.com>; Dochow, Darrel W 
<dochowdw@office of thrift supervision.com> 

Subject: Re: Call from Sheila this evening 


Thanks for the kind words John. It was a good meeting. 


Timothy T. Ward 
Office of Thrift Supervision 
202.285.6405 - ceii 
202.906.5666 - office 

Sent from my BlackBerry Wireless Handheld 


Original Message 

From; Reich, John M 

To; Pol^off, Scott M; Ward, Timothy T; Dochow, Darrel W 
Sent; Wed Mar 26 20:52:32 2008 
Subject; Cali from Sheila this evening 

Scolt, Tim, and Darrel, 

Sheila called this evening on her way home - re WaMu. Basically she was encouraging us to make certain if they receive an 
acquisition offer, they should accept It, and was attempting to learn if I had any more defmitive idea about how receptive or 
committed they would be to a sale. I told her that the Board had instructed Kerry to consider all options, and that Keny was 
keeping his Board informed frequently of his efforts. We should talk about this tomorrow. I had a very similar discussion 
with Bob Steel a couple of weeks ago jmd I’m sure he and Sheila are reading off the same page. 

Scott and Tim, 1 was proud of you both today, you both did a great job! OTS clearly outdid OCC in presentation and 
knowledge. 

Sheila was complimentary of OTS's presentation and commented about our being on top of the issues. 1 would like to think 
she meant it, but Pm always a bit skeptical of her compliments. I told her 1 was surprised at how casual OCC's discussion of 
NatCity was considering what may happen in the near term. Also I expressed again my surprise at how OCC and the FDIC 
are treating Citi under the circtunstances and said I expect the FDIC to treat all institutions similarly whether supervised by 
OTS or OCC. She a^eed, and said she needs to talk with Dugan about both Citi and NatCity. We’ll see. 

Thanks again for a great job. It is truly a pleasure for me to have people like Scott, Tim, and Darrel providing leadership at 
OTS. 


John 


Permane nt Subcommittfe on Investigations] 
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Funaro, Stephen P. 


From: 

Sent: 

To: 

Cc: 

Subject: 


Doetr, J. George 

Monday, April 30. 2007 2:18 PM 

Collins, David A. 

Funaro. St^hen P. 

RE: Meeting with OTS Regional Management 


Washington Mutual; 

Last February, in a meeting with RD Carter and 1, RD Finn pushed back on his previous approval of our participation in the 
2007 exam targets, specificaiiy as to our ability to work loan files alongside OTS examiner, and we were particularly 
interested in WAMUs compliance with nontraditional mortgage guidance, {Mr. Finn had approved our backup participation 
on the exam on January 22, 2007.) While we have had reasonably good access to his examiners and we have been able 
to look at otfier areas, Mr. Finn drew the line at any loan file review, stating it would be duplicative and a burden on the 
bank. 

After the Quarterly Regulators Meeting at WAMU on April 19. 1 again brought up the issue. Mr. Finn and his examiner, Ben 
Franklin, staled that OTS did not intend to look at files for purposes of testing nontraditiona! mortgage guidance until after 
the bank made a few changes they had agreed to. I asked if we could then join the file review wrfienever OTS did look at 
this, and he said. “No." 


From; Collins, David A. 

Sent: Monday, April 30, 2007 1:43 PM 

To: Doerr, 3. George; James, Kathleen M.; Parkerson, George W.; Mllcrt;, Jacquelyn S. 
Cc: Ivie, Stan; Dujenski, Thcwnas J.; Carlson, Melissa A.; R^illips, P. Bonn 
Subject: Meeting with OTS Regior^al Management 


RD Ivie and DRD Dujenski will be meeting with OTS Regional Director Michael Finn and Assistant Director Steve 
Gregovich this Friday, May 4th (I0:00am). If you have any issues or concerns relative to the OTS that you would like 
presented at this meeting please forward your topics to my attention by the close of business on Thursday so I may 
compile a list for discussion. 

Thank you for your input. If you have any questions please feel free to contact me at ext. 8172. 


PermanenI Subcommittee on Investigations 
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From: Bowman, John E <john,bowman@ots.treas.gov> 

Sent: Sunday, March 30, 2008 7:40 PM 

To: Polakoff, Scott M <polakoffsm@office of thrift supervision.com> 

Subject: Re: WAMU 


Already started. If you have a chance would you call me (his evening at my home number 703.f|mi||[| Thanks 

John E. Bowman 
Deputy Direaor and 
Chief Coun^l 


- Redacted by the Permanent 
Subcommittee on Investigations 


— Original Message 

From: Polakoff, Scott M 

To; Reich, John M; Bowman, John E; Ward, Timothy T 

Cc: Stark, Sharon L 

Sent; Sun Mar 30 18;01:08 2008 

Subject: RE: WAMU 

John B - could you, first thing in the a.m., have someone on your staff piu together a position paper on the need for Treasury 
to stay removed from the supervision of wamu, including an>' attemi» to influence our supervision of wamu’s capital raising 
process. This is a follow up to the brief conversation the Director and I had in your office. 1 suspect that such a position 
paper will come in handy soon. 

Thanks. 

Scott 

— Original Message — 

From; Reich, John M 

Sent: Friday, March 28, 2008 6; 59 PM 

To: Bowman, John E; Polakoff, Scott M; Ward Timothy T 

Subject: Re; WAMU 

Most interesting to learn they met with Steel to discuss the transactiwi. And extremely surprising to me that Steel hasn't 
returned my call yet (and also an email message this morning). 1 predict I will be summoned to Treasury on Monday. 

John 


— Original Message — 

From; Bowman, Jc^ E 

To; Reich, Jolm M; Polakoff, Scott M; Ward, Timothy T 
Sent; Fri Mar 28 18:50:51 2008 
Subject: WAMU 

C^ntlemen, 

i have now received a copy of the material that JPM provided various parties here in D.C. this date. 1 have made copies and 
given one to Tim directly. John and Scott 1 will place a copy on e^h of your desk chairs. 
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Mr. Cohen again indicated the willingness of JPM to disc^iss &e material either over the phone or in person at our request 
should we have any questions. In addition, he did confirm (when I asked him directly) to in fact JPM met with Steel at 
Treasury to di^niss the proposed transaction. 

Have a good weekend. 


PoIakoff_Scott-00045768_002 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00432 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


419 


VerDate Nov 24 2008 


Dochow, Darrel W 



Fr«n: 

Sent 

To; 

Cc: 

Subject: 


Polakoff, Scott M 
Tuesday, July 22. 2008 6:15 AM 
Dochcw, W; Chow, Edwin L 
Ward, Timottiy T 
FW: Updates 


AtUchments: 


FW: Washington Muttja! PDF; Wachovia - Summary of Wachovia Corp. EamHgs Call 


Darrel, Edwin - I have read the attached letter from the PDIC regarding supervision of 
wamu and am once again disappointed that the FDIC has confused its role as insurer with 
Che role of the Primary Federal Regulator, its letter is both inappropriate and 
disingenuous. I would like to see our response to the FDIC, which I assume will remind it 
that we, as the PFR, will continue to effectively supervise the entity and will continue 

to consider the FDIC's views. I would also like our letter to ask for the FDIC to provide 

us. in writing, with supporting analysis for any areas in which FDIC examiners disagree 
with OTS examiners’ assessment of risk. 

Tim - I wonder if you should call Chris spoth and ask for a copy of any similar letter 

that the FDIC sent to the OCC regarding Nat City, Wachovia, etc. 

Scott 


Original Message 

From; Ward, Timothy T 

Sent: Tuesday, July 22, 2008 9;30 AM 

To: Dochow, Darrel W 

Cc: Polakoff, Scott M; Chow, Edwin L 

Subject: Pw: Updates 

Darrel , 

Just to be clear, there is no way OTS can approve a $2.5 million termination payment. 

This institution is in troubled condition. Please confirm that you will not approve this 
payment and you will discuss any other proposals with me before acting. 

Thanks . 

Timothy T. Ward 
Office of Thrift Supervision 
202.285.6405 - cell 
202.906.5666 - Office 


Sent from my SlackBerry Wireless Handheld 


Original Message 

From: Dochow, Darrel W o’ I ril T 

To: Ward, Timothy T i /i' S ^ ‘ ’ 

Sent: Mon Jul 21 21:42:25 2008 70 

Subject: Updates v-;-, * 

Tim; 

With so much going on, I thought that I would send a short email update that we can 
discuss at your convenience: 


Redacted by Permanent Subcommittee 
on Investigations 


Permanent Subcommittee on Investigations M 
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Redacted by Permanent Subcommittee 
on Investigations 


WAMU: 

EArnings (loss o£ $3.3 billion} will be announced after markets close 7/22/08. Bank has 
been building liquidity (cash) by drawing down FHLB advances in case deposit outflows 
occur. About $5.9 billion in deposits left company last week with latest day seeing a 
small $161 million increase. Xillinger reportedly contacted Reich, Bair, Benanke and 
Paulson today asking that they keep up efforts at restoring public confidence in FDIC 
insurance and depositories. Kerry also reportedly followed up with Reich on the weekend 
emails regarding check holds on IndyMac official checks. Management held another all 
manager discussion this morning to reinforce that IndyMac official checks should be 
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B 


tingtixt Mutua 

processed as any other bank's official check . 1 have Co assume that the FDIC 

had a considerable time lag in their information and was seeing Che outcome of actions 
taken early in the week before the FDIC issued their FIL. Jim Hendriksen has been working 
on the enforc^ent document and we hope to share latest version with Susan Tuesday. 

□ 

Wachovia - 
fiary erf Wachc 

Managem nt through legal counsel responded to the exam findings saying that they 

do believe they violated the BSA C&D. 1 have requested a briefing from Bowman on Che 
appraisal investigation and understand that John is trying to work out a convenient date. 
Our intention is to get the management team the enforcement document as soon as it is 
vetted and final, hopefully in a few days. Holding company infused $2 billion to bank 
today at our request bringing Core Tier 1 ratios to just above 7%. FDIC sent me a letter 
today that is more typical of times past where they paper the record and try to look good. 
Copy is attached and we should discuss my response. 

«FW: Washington Mutual PDF>> 


Redacted by Permanent Subcommittee 
on Investigations 


Administrative Issues: 

A. Need to discuss staffing and positions with you. I want to have another FM in Seattle 
very soon and need to have an OK before I tell Sherri to submit a request to Matt/Avelino. 
I will have a same grade Regional Examiner (Supervisory) in Seattle retire sometime 
between October 2008 and March 2009 and am also worried that FM John Potthast will retire 
early if the work load does not decline. 
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® ¥mc 

Federal Deposit Insurance Corporafion 

. 25 Jessie Street at Edcer &;uare. Su'rts 23(K> 

San Frandsco. CaWomla 94105 


Division of Supervision and Consumer Protection 
San Francisco Regional O^ice 
(415) 545-0160 


July 21, 2008 


Mr, Danel W. Dochow 
Regional Director, West Region 
Office of Thrift Supervision 
P.O.Box 7165 

San Francisco, C A 94120-7165 
Dear Mr. Docho;^ 

The FDIC is completing its 2008 special insurance examination of Washington Mutual Bank 
(WMB), which was conducted concurrently with the Office of Thrift Supervision (OTS). At the 
July 1 5, 2008, exit meeting, OTS advised the WMB board of directors of its decision to 
downgrade the institution’s Uniform Financial Institutions Rating to “3,” which would 
necessitate consideration of a corrective program. 

As we discussed, we believe that WMB’s financial condition will continue to deteriorate unless 
prompt and effective supervisory action is taken. A strong corrective program, including a 
provision for additional capital, is essential to reducing the risk to the deposit insurance fund and 
returning the institution to satisfactory condition. Accordingly, the FDIC respectfully requests 
that any corrective program imposed by OTS include the following specific provisions; 

• WMB shall formulate and adopt a capital plan acceptable to the OTS, the key features of 
which shall be: 

o A prompt capital injection of no less Uian $2 billion, 
o Maintenance of capital ratios of at least 1 % above the minimums for “Well 
Capitalized” institutions, as that term is defined by Part 325 of the FDIC Rules 
and Regulations. 

o Maintain an adequate allowance for loan and lease losses (ALLL). 
o Promptly recognize impairment in the AFS investment portfolio due to other than 
temporary impainnent. 

o Promptly assess the ability or inability to recognize the benefits of deferred tax 
assets and establish appropriate valuation allowances. 
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Regional Director 
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• Revise and enhance the institution’s ALLL methodologies and the methodologies for 
recognizing contingent liabilities for unfunded loan commitments per examination 
findings. 

• Maintain adequate accounting and charge off procedures for real estate owned and 
troubled debt restructures. 

• Maintain adequate reporting of loan modifications. 

In addition, we believe OTS should direct the institution’s parent company to raise a minimum of 
$5 billion in equity capital as soon as it is practical and to prohibit any future repurchase of 
holding company debt 

As a part of the FDIC’s ongoing monitoring of the bank’s capital adequacy, we also ask that 
management provide, on an updated basis and at least quarterly, detailed information and 
analysis regarding both WMI and WMB including: 

• Financial and capita! projections. 

» Strategic/long-range forecast and projections. 

• Remaining credit loss forecast for all loan portfolios. 

® Liquidity projections and forecasts and excess borrowing capacity, 
a Insured and uninsured deposit product inflows and outflows. 

® Detailed breakout of loan performance by product types with the associated charge-offs 
and trends, 

® Asset valuations and potential impairment analysis for AFS investments. 

• Changes in asset values subject to fair value measurements including but not limited to 
the mortgage servicing rights (MSR). 

• Up-to-date analysis on deferred tax assets (DTA). 

» Management should also be prepared to provide deposit download information in a 
timely and accurate manner. 

Please contact me if you have any questions. You may also direct questions to Deputy Regional 
Director George Doerr at (415) 808-8019, Assistant Regional Director David Promani at (415) 
808-8056, or Senior Examiner Stephen Funaro at (206) 284-1 112. 

Thartk you for your prompt attention to this matter. 


Sincerely, 

Stan Ivie 

Regional Director 
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Dochow, Darrel W 


f.if 


From: Dcx:how, Darrel W 

Sent: Tuesday, July 22, 2008 1 :50 PM 

To; Slvie@FDIC.gov; jdoerr@fdtc.gov 

Cc: Ward, Timothy T ; Polakoff, Scott M; Quigley, Lori G; Chovr, Edwin L; Blackburn, Dale R; 

Franklin, Benjamin 0 

Subject; Response to July 21 letter RE WAMU 


Attachments: Scan001.PDF 


Stan; 

Alter receiving your letter, I needed to respond in writing. I hope that we can continue lo have a strong working 
relationship and sharing of views in a less formal manner. 

Darrel 



Scan001.PDF 
(80 KB) 


OFFICIAL FILE COPY 

OTS/WEST 


Permanent Subcommittee on Investigations 


EXHIBIT #60 
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Office of Thrift Supervision 

Department of the Treasury Wesi Region 

Pla:^ 2001 iunipero ^rra Boulevard. Suite 650. Dtdy City. CA 94014-1976 
P.O. Box 7165, San Francisco. CA 94120-7165 * Telephone: (650) 746-7000 • Fax: (650) 746-7001 


July 22, 2008 


Mr. Stan Ivie 
Regional Director 

Federal DepcBit Insurance Corporation 
25 Jessie Street at Edcer Square, Suite 2300 
San Francisco, CA 94105 

DearMj>We: 

1 received the PDF copy of your letter dated July 21, 2008 regarding the completion of your 
2008 special insurance examination of Washington Mutual Bank (WMB) which was conducted 
concurrently witfi the OTS’s comprehensive examination of WMB and its parent holding 
company, Washington Mutual Inc, (WMI). In your letter you state that the FDIC respectfully 
requests that any corrective programs imposed by OTS include a number of specific provisions 
and further that OTS should direct WMI to raise a minimum of $5 billion in equity capital and 
prohibit any future repurchase of holding company debt. 

As the FDIC knows, the OTS has and continues to take appropriate supervisory and 
enforcement action in its role as the Primary Federal Regulator for WMB and WMI. We have 
consistently worked closely with your dedicated examiner and regularly held discussions to keep 
the FDIC informed of the condition of WMB and corrective actions. We downgraded the 
composite rating of WMB on February 27, 2008 to a “3” based on increasing concerns in 
earnings, asset quality and liquidity. This downgrade was made prior to completion of the then 
ongoing examination which concluded June 30, 2008. On an interim basis we required a Board 
Resolution (adopted March 19, 2008) resolving to improve asset quality, earnings, liquidity and 
weaknesses and concerns in my February 27, 2008 letter. We understand from direct discussions 
and comments at the July 15, 2008 meeting we held with the Board of Directors that OTS and 
FDIC are in agreement with the composite “3” rating for WMB, I further understand that it 
wasn’t until I told management on June 20, 2008 that OTS would pursue a Memorandum of 
Understanding that the FDIC even incorporated that in their consideration. OTS is preparing 
enforcement action that I hope to present to the Board soon. 

I find it curious that your letter largely reiterates OTS examiner findings and current 
corrective actions that OTS has already initiated plus a request for OTS to direct WMI to raise a 
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minimum of $5 billion in additional equity capital. WMl raised approximately $7 billion in 
equity capital in April 2008 and infused $3 billion into WMB. At my request, an additional $2 
billion was infused into WMB this week. This is the first time that anyone from the FDIC has 
suggested to me that WMI (the holding company) should raise an additional $5 billion in equity 
capital. In checking with the examination team, I am told that back in May 2008, FDIC 
examiner Bob Charuat did a very rough capital analysis that did not follow GAAP and was based 
on inappropriate assumptions. That analysis estimated potential life of loan losses at less than 
WAMU’s own recession forecast but suggested that $5 billion additional holding company 
capital might be needed at December 3 1 . 2008 to exceed the WMI “elevated capital targets” 
assuming all losses were taken in 12 months, no core earnings or tax recapture after year one, 
permanent impairment of the OTTI at March 31, 2008 and a large loss factor for unused HELOC 
and credit card lines. The examinets reportedly discussed at the time that these assumptions 
were not GAAP, included artificial constmcts and that moving estimated potential life of loan 
losses into 2008 was not realistic. 

1 value the constructive working relationship that we have had, and I have and will continue 
to consider the FDIC’s views relating to our examination and supervision of institutions of 
mutual interest. I would hope that we can continue to have ongoing discussions and not 
unexpected letter exchanges. The OTS takes its Primary Federal Regulator role seriously and we 
will continue to do everything we can to effectively supervise entities under our jurisdiction. 

I look forward to seeing you on August 1 , 2008 at the Interagency meeting that the FDIC is 
hosting and to our morning meeting at the FRB. 


Sincerely, 




Darrel W. Dochow 
Regional Director 
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From: 

Sent: 

To: 

CC: 

Subjc^: 


Doerr, J. George 

Wednesday, July 30. 2008 06^)6 PM 

Corston, John H.; Funaro, Stephen P.; Promani, David; Bums, Robert L,; Hirsch, Pete 
D. 

Grum, Christine; Lane, John M. 

Re: WAMU Briefr>g Paper 


Steve -- are we possibly out of sync with OTS on composite and several components? 1 thought we were 
closer than that. 

Original Message 

From: Corston, John K. 

To: Funaro, Stephen Promani, David; Doerr, J. George; Burns, Robert L.; Hirsch, Pete D. 

CC: Grum, Christine; Lane, John M. 

Sent: Wed Jul 30 17:46:35 2008 
Subject: WAMU Briefing Paper 

Attached it the one page briefing document that I viill be providing to Sandra and Sheila for 
tomorrow's 10am EDT briefing. Please review it and make any changes you think will make the 
documents more accurate realizing it should remain one page in length. I also pasted it below the 
phone-in information for those reading this on Blackberries. 

«WAMU 7-31-08 Briefing. doc» 

Below is the conference bridge number for Thursday, July 31 at 10:00 a.m.: 

Dial 1+ Toll Free: 866-673-8225 (or Toll: 203-566-3072). You will be prompted for the pass code: 
Enter: 3811536 followed by the # sign. 

You will hear the confirmation and be connected to the conference. 


WASHINGTON MUTUAL BANK 
Areas of Focus: 

* Capital - Protection limited and declining with an immediate need of approximately $5 
billion 

* Asset Quality - Risk high and increasing with continued deterioration in all categories with 
credit models not keeping pace 

* Liquidity - Risk moderate/high but stable with near-term borrowing capacity and available 
cash to handle deposit outflows of up to $25 billion 

Capital 

* 1Q'08 leverage ratio - 6,94%; Tier 1 RBC - 8.13%; Total RBC - 12.21% 

* In April 2008, the holding company raised $7 billion in new capital and down streamed $3 
billion to the bank. July '08, an additional $2 billion was down streamed. 

* OTS MOU asks for $2 billion (already completed) and Capital Contingency Plan that shows how 
they will maintain capital 1% above regulatory minimums 

Asset Quality 

* The bank's credit culture emphasized home price appreciation and the ability to perpetually 
refinance, including the ability to sell non performing assets. The bank's underwriting standards 
were therefore lax as management originated loans under a securitization model to transfer risk to 
the market. 

* The bank is mainly a real estate lender with concentrations in certain higher risk product 
segments (including Option ARM loans, subprime residential loans, HELOC 2nds, and interest only (10) 
loans) and geographic concentration with 50% of the residential portfolio secured by California real 
estate and 10% secured by Florida real estate. 

* The bank's asset quality continues to deteriorate as delinquencies, non performing loans, 
and net charge offs are growing and have not peaked or stabilized. 

* The bank also has credit card exposure where performance has deteriorated over the past year 
with the severity accelerating during the last three months. 

Liquidity 

* Total deposits have declined approximately $9 billion since the IndyMac failure. The 
majority of outflows were from time deposits with greater than $100 thousand. Remaining retail 
accounts over $100 thousand are $18 billion or 13% of total retail deposits. 

* Liquidity remains highly dependent upon the FHLB and retail deposits, including brokered 
deposits, for funding. 

* Moody's placed the ratings of the holding company and the ban)c on review for possible 
downgrade on 7/22/08. The holding company will become sub-investment quality given a 1-notch 
downgrade from Moody's. On Friday, S4P reduced the holding company and the bank issuer ratings by 
1-notch to BBB- and BBB, respectively, with the outlook stable. It is unknown what action, if any, 
Fitch will take. 

Examination/Memorandum of Understanding (MOU) 


PRIVILEGED 
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* OTS Proposed CAMELS - 3-4-3-4-3-2/3; LIDI rating - D negative 

* FDIC review of ratings in process with possible disagreement on Capital, Management, 
Liquidity and composite 

* FDIC in general agreement with OTS MDU; however, we had requested that it be more specific 

* The OTS sent the MOU to WAMU on Friday, July 25, 2008 


PRIVILEGED 
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From: Dochow, Darrel W <darrel,dochow@ots.treas.gov> 

Sent: Friday, August 1, 2008 12:29 PM 

To: PolakofF, Scott M <polakoffsm@office of thrift supervision.com>; Ward, Timothy 

T <wardtt@office of thrift supervision. com>, Reich, John M <reichjm@office of 
thrift supervision. com> 

Cc: Qnigley, Lori G <quigleylg@office of thrift supervision.com>; Chow, Edwin L 

<chowe!@office of thrift supervision.com>; Bisset, John K <bissetjk@office of 
thrift supervision.com>; Franklin, Benjamin D <frankIinbd@oft!ce of thrift 
supervision. com>; Blackburn, Dale R <bIackburndr@office of thrift 
supervision.com> 

Subject: Fw; WaMu 


See below. I talked with Stan Ivie tltis morning. It was news to Stan that a ratings difference was decided. He said that t!ie 
Regional office had not made a final decision and he had not talked with me yet but intended to. Apparently the LIDI group 
was discussing tlie rating (aiid apparently has now decided on a "4"). He also said he was under the impression that his 
dedicated EIC had said he told OTS and WAMU that he fell the rating was a ”4'' at the Board meeting and I told him that was 
incorrect. You can see from the below email that at about 5 pm pacific time yesterday, the FDIC EIC had a conversation 
with John Bisset, our operations lead on site, about the rating. 

Stan was getting a flurry of emails iltis morning and is going back to his staff on wlial lias been said about tlie ratings. 

Steve Hoffman, top aipervisor at the FRB of SF, also got a fairly detailed email from Deborah Bailey about the meeting 
today with ail agencies regarding WAMU. The FRB of SF is currently meeting to decide w’hethcr WAMU should have 
access to the new 84 day TAF program and even if the FRB feels comfortable with them in the 28 day TAF funding 
program. WAMU had hoped to enter the 84 day program. 

1 am in an Interagency meeting and will be back to the Daly City office by 1pm pacific time. Maybe we can talk. 

Darrel 


Sent from my BlackBeny Wireless Handheld 


— — ‘ Original Message - — 

From: Bisset, John K 
To: Dochow, Darrel W 
Cc; Franklin, Benjamin D 
Sent: Fri AugOl 11:37:46 2008 
Subject: RE; WaMu 

First I heard was about 5pm yesterday, Steve came in to chat. We discussed the "break the bank" scenario and the fact that 
this scenario could be triggered by a 4 rating or a "troubled insiiluiion" designation. He indicated that they were getting close 
to that point. At the time I did not interpret this as a rating difference, just a reiteration of their level of concern. 

HopefiiUy I can talk to him later this morning and get some belter information. 
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— Original Message 

From: Dochow, Darrel W 

Sent: Friday, August 01, 2(X)8 6:50 AM 

To: Ward, Timothy T 

Cc: Polakoff, Scott M; Reicli, Jolm M; Franklin, Benjamin D; Blackburn, Date R; Bis^t, John K; Chow, Edwin L 
Subja^l; Re: WaMu 

That is news to us as the FDIC dedicated examiner and local FDIC has said they agree with the composite and maybe 
yesterday's meeting changed that.. 


Sent from my BlackBerry’ Wireless Handheld 


Original Message 

From: Ward, Timothy T 
To: DfK:how, Darrel W 
Cc: Polakoff, Scott M; Reich, John M 
Sent: Fri Aug 01 09:28:13 2008 
Subject: WaMu 

Sheila Bair just reported on a conference call that there was a rating difference on this exam. Can you fill us in. 
Thanks. 

Tunothy T. Ward 
Office of nirift Supervision 
202.285.6405 -cell 
202.906.5666 - office 


Sent from my BlackBerry' Wireless Handheld 
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From: Bair, Sheila C. <SBair@FDIC.gov> 

Sent: Friday, August 1, 2008 7:13 PM 

To: Reich, John M <John.Reich@ots.treas.gov> 

Subject: Re: WaMu Rating 


We will follow the appropriate procedures if (lie staff cannot agree 

You asked me to hear out wamu. I hope that you would also hear out our examination staff if it comes to that 


OiginaJ Message 

From: Reich, John M <Jolm.Reich@ols.tjeas.gDv> 

To: Bair, Sheila C. 

Scm:FriAug01 13:07:55 2008 
Subj^t: WaMu Rating 

Sheila, 

in my view rating WaMua4 would be a big error m judging the fects in tliis situation. It would appear to be a rating 
resulting from fear and not a rating based on the condition of the institution. WaMu has both the capital and the liquidity to 
justify a 3 rating. It seems based on email exchanges which have taken place (hat FDIC supervisory staff in San Francisco is 
under pressure by the fear tu Wadiington to downgrade this institution. If in fact the FDIC intends to rate this institution as a 
4-rated troubled institution, then prior to such action 1 would request a Board meeting to consider the proper rating on this 
institution. 

John 
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From: 

Sent: 

To: 

Sutyect: 


Funaro, Stephen P. 

Friday. August 01, 2008 04:54 PM 
Charurat, Bob 
FW; WAMU 


From: Promani, David 

Sent: Friday, August 01, 2008 8:04 AM 
To; Ivie, Stan 

Cc: Doerr, J. George; Funaro, Stephen P. 

Subject: WAMU 

Major ill will at WAMU meeting yesterday caused by FDIC suggestion in front of WAMU management that 
they find a strategic partner. Reich reportedly indicated that was totally inappropriate and that 
type of conversation should have occurred amongst regulatory agencies before it was openly discussed 
with management. 

OTS proposes ratings of 3-4-3-4-3-2/3 which are based on exam results and largely 1Q2008 operating 
results. 2Q2008 operating results were worse than anticipated and surprised the street. In our 
opinion the bank needs capital and liquidity outflows cannot be sustained. Embedded losses exist on 
the B/S and WAMU's sense of when things may stabilize or improve seems to be in a disconnect with 
securities analysts. FDIC is looking at a rating of 4-4-3/4-4-4-2/4 . The biggest disagreements 
seem to be in the area of liquidity, capital, and potentially management if you accept the notion 
that management has lost credibility with the street. We can talk more about this later. 

David Promani 

Assistant Regional Director 
PHi 415-808-8056 
FAX 415-808-7935 


PRIVILEGED 
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te: WAMU Update and FW: FDIC Ratings 


From: 

Sent: 

To: 


Cc: 

Subject: 


Reich, John M <John.Reich<i)ots.treas.gov> 

Wednesday, August 6, 2008 10:22 PM 

Dochow, Darrel W <dochowdw@office of thrift supervision.com>; Polakoff, Scott M 
<polakoffsm@office of ttirlft supefvision.com>; Ward, Timothy T <wardtt@office of 
thrift supervlsion.com> 

Quigley, Lori G <quigleylg@office of tttrift supervlsion.com>; Blackburn, Dale R 
<blackburndr@office of thrift supervision.com> 

Re: WAMU Update and FW: FDIC Ratings 


Thanks, Datrel, for the update. The headbutting is curraiOy gang on in DC between myself and Sheila Bair. 
3ohn 


— Original Message — 

From: Oodiow, Darrel W 

To: Reich, John M; Polakoff, Scott M; Ward, Timely T 

Cc: Quigley, Lori G; Bladdxim, Dale R 

Sent: Wed Aug 06 22:11:22 2008 

Subject: WAMU Update and FW: FDIC Ratings 

John, Scott and Urn: 

I just talked with WAMU COB Steve Frank. He and David Bonderman met confidentially with Liam McGee, Preadent for Glc^l 
Consumer and Small Business Banking for Bank America Corporation as the potential new CEO for WAMU. He spent a fair amount of 
his career in California and Is currentiy in Charlotte. His brief bio in on the BAC website. The meeting with Liam went very weil 
according to Steve Frank and Uam appears sincerely interested. Steve ftank is having a discussicxi Thursday morning with tiie 
other dired:ors and will arrange to have additiorial dirediors med: with Uam over the weekend. Steve Frank believes that the other 
directors will be impressed with Liam and be ready to move forward to begin contract negotiations early next week. They also 
expect that Uam will want to talk with me. Steve said that he will update me no later than Friday on what has been scheduled with 
Uam and a^ed that I pass along the Information to you as he wants to stay connected with John Reich and other senior OTS folks 
in Washingtai. I encouraged him and toe Board to move ahead quickly so that a positive announcement awld be made next week. 
He also bi^y discussed a conversation that he had this morning with thdr attorneys about whetoer the Board should agree to a 
Board Resolution instead of the MOU. 

Second, toe below email from OTS EIC Ben Franklin dearly shews where toe FDIC is now heading and toat much is being driven by 
toe Washington DC c^i<te, with toe examiner deferring to th^ on several ratings. It is interesting to also note the reference to the 
purported FRB call to toe FOIC Chairman about liquidity concerns. I heard some of this theme today from FDIC Regior^l Director 
Stan Ivie. Stan said that he got a call from FDIC Wash DC about a FRB call made to the FDIC about WW^U having to disdose toe 
MOU today and did it not make sense to have any disclosure timed to the end of the week. I reminded Stan toat we discussed the 
document language with the company Tuesday, that further discussions were receded, and toat there was no final decision by toe 
company on whetoer they would actually disdose until final language was agreed to and any action became effective. Stan also 
said that he has ask«3 FDIC Dedicated examiner at WAMU Steve Furano to finalize his memo on the rating for WAMU by Friday so 
toat Stan ccnrld share it with me. He originally wanted to meet on August 12 to get my comments oti their analysis and I told him 
that I was unavailat^e toat oitire week. 

WAMU managemait folks (CFO Casey, Treaairer Williams and others) are in fact meeting with the FRB of San Francisco tomorrow 
morning. I was informed incorrectly that the meeting was today. TTiey flew down this evening but are not meeting until tomorrow. 
Robert Williams is to give me an uj^ate aft©' that meeting. 

COO Steve Rotella and I also talked this evening. Tom Casey will give or have someone give me, Ben FranWin and Dale Bladcbum a 
preview of how the quarter is beginning as there reportedly are some encouraging data points through July on ctoarge erffs, 
delinquencies, etc. While the July numbers fay themsdves do not incficate how toe quarter will actually end up, having toe most 
current informatics is helpful. I also fcxrused Steve cm toe latest Liquidity Report and discussed deposit and funding strategy. 

Darrel 

Timofty.o00l)5346 
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te: WAMU Update and FW: R)IC Ratings 


Frcwn: Franklin, Benjamin D 

Sent; Wednesday, August 06, 2008 4:12 PM 

To: CK)Chow, Darrel W; Blackburn, Dale R 

C^: Bisset, 3ohn K 

Subject: FDIC Ratings 

Importance: High 

Darrel, Dale, 

We just spdce to Steve Funaro who indicated that we will likely be "butdng heads" on the Liquidity rating. He is now thinWng a ”4” 
rating based on tite recmt $8.0 billion deposit outflow, tightening of tending policy by the FHIBSF, and per him, a call from ti^e Fed 
to the FDIC Chairman expressing ooncem about WaMu’s liquidity. He adcnowled^ that his position from a few weeks ago of a "3" 
rating for Liquidity has changed as a r^ult of these facftMs. 

Steve mentioned that he may also get guidance to rate Capital a “4" and Management a "4", howeva-, his indication seemed to be 
that he is already backing the "4" liquidity rating, but will go along wittt “4" Capital and Management ratings If that is the dedsicn of 
FDIC management. 

Ben 


Ward_Timothy-00005347 
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From: Donald.L.Kohn@frb.gov 
Sent: 08/06/2008 
To: Bair, Sheila C. 

Cc: 

Bcc: 

Subject: Re; W 


I'il say, Bernanke would be glad to talk to him, but John won't like the message. Ben has several times pushed us on 
contingency planning and volunteered to meet with Reich if we think it wcaild be helpful. 


Sent from my BlackBerry Wireless Handheld 


Original Message 

From: ""Bair, Sheila C,"" [SBair@FDIC.gov] 
Sent: 08/06/2008 05:46 PM AST 
To: Donald Kohn 
Subject; Fw; W 


This is pretty over the top 


Original Message 

From; Reich, John M <John.Reich@ots.treas.gov> 

To: Bair, Sheila C. 

Sent: Wed Aug 06 17:32:48 2008 
Subject: Re; W 

Dear Sheila, 

You really know how to stir up a colleague’s vacation. 

I do not under any circumstances want to discuss this on Friday’s conference call, in which I may or may not be able to 
participate, depending on cell phone service availability on die cruise ship location. 

Instead, I want to have a one on one meeting with Ben Bernanke prior to any such discussion - as early next we^ as 
possible following my return to the office Also, I may or may not choose to have a similar meeting with Secretary 
Paulson, 

I should not have to remind you the FDIC has no role until the PFR (i.e. the OTS) rules on solvency and the PFR 
utilizes PCA- 

You personally, and the FDIC as an agency, would likely create added instability if you pursue what I strongly believe 
would be a precipitous and unprecedented action. And if it occurs without my consent, I will not sit quietly by and 
observe - there would be a public reaction. Put yourself in the PFR's shoes in this situation. We have our 


PRIVILEGED 
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responsibilities, including the right of primaty suji^visory determination of this institution's condition, and until 
Congress changes the statutes under which we operate, our responsibilities as the PFR are not to be simply tendered to 
the FDIC in a down economic cycle. It seems as though the FDIC is behaving as some sort of super-regulator - which 
you and it are not. 

I also believe there could be a high potential for FDIC actions of the type you are contemplating to cause irreparable 
harm to Wamu if, at any point in the near future, Warau "m^es to acfijaly seek a buyer. The potential harm could stem 
from the fact that any such potential buyer may have been allready been contacted by the FDIC. 

If in fact any meetings or discussions have already taken place by the FDIC with either JPMC, Wells Fargo, or any 
other entity, in any capacity in which WaMu was even mentioned, I wcnild like to see a copy of the signed 
confidentiality agreement signed by the bank - required in any resolution scenario before an institution is told the name 
of the failing bank. 

This is an OTS regulated institution, not an FDIC regulated institution. We make any decision on solvency, not the 
FDIC, and I have staff equally as competent as staff at the FDIC, whom 1 know well. 

The FDIC can do whatever internal contingency planning it wishes, but should in no way go outside the FDIC. This is 
a 3-raied institution Are you also trying to find buyers for Citi, Wachovia, Nat City and others? 

Finally, if Wamu were to leam of the FDIC's actions, there may well be a question as to whether these actions may 
constitute a disclosable event. That, in and of itself, is a reason not to proceed with this approach for a publicly traded 
institution. The government should not be in the business of arranging mergers - particularly before they are necessary, 
and we are not at that point in WaMu's situation. 

I will attempt to be on the Friday conference call, and I am going to assume this notion is not going to be raised. 

John 


— Original Message — 

From; Bair, Sheila C. <SBair@FDIC.gov> 

To; Reich, John M 

Cc: Murton, Arthur J. <AMurton(2lFDIC.gov>; Polakoff, Scott M 
Sent; Wed Aug 06 11:32:51 2008 
Subject; W 

Dear John, 

I'd like to further discuss contingency planning for W during the call on Friday. Art talked with Scott about making 
some discrete inquiries to determine whether there are institutions which would be willing to acquire it on a whole bank 
basis if we had to do an emergency closing, and cm what terms. I understand you have strong objections to our doing 
so, so I'd like to talk this through. My interest is in assuring that IF we have to market it on an emergency basis, there is 
multiple bidder interest, 

In any event, both the FDIC and die FRB agree that there needs to be a contingency plan in place, so let's talk this 
through on Friday. I'd really like to develop a plan everyone is comfortable with, 

Sheila 
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From: 

Sent: 

To: 

Subject: 

Attachments: 


Corsfon, John H. 

Tuesday, August 26, 2008 W:37 PM 

Lane, John M.; Spoth, Christcqrfjer J.; Owens. Serena L. 

FW: Updated Earnings A^essement / Capital Analysis 

Untitled Attachment; WMB FwecasI Update_OTS_08-14-08updated.ppt 


FYI, it looks like the region will be well armed for Thursday's discussion with the OTS. 


From: Charurat, Bob 

Sent: Tuesday, August 26, 2008 12:14 PM 
To: Corston, John H.; Burns, Robert L. 

Cc; Funaro, Stephen P.; Doerr, J. George; Cawtbon, Michael S. 

Subject: RE: Updated Earnings Assessement / Capital Analysis 

Can you forward me the "cleaned up" version? I remesibec by my original draft has a couple of typos 
-- no doubt a result of trying to wrap it up while on vacation. 

Any just to give you an update — the OTS will be arguing the main points that the bank can 
successfully restructure the balance sheet mix resulting in higher yield on assets. That is, by 
running off lower yield mortgages and increasing MFL, CRE, Cards, and maintaining HE/HELOC exposure. 
Yes — this is not a typo — they want to maintain HE/HELOC exposure balance. Additionally, their 
forecast assume a $70B reduction in FHLB advances being replaced by deposit growth of $20B (and the 
increase in fees) . Any below is the balance sheet projection. Notice how the future cash balance 
is only $3B — this may also be unrealistic as the bank's liquidity problems would likely require 
them to maintain a higher cash balance of at least SlOB — therefore reducing asset yields. 

«. . ->> 

It is important to note that the update data provided to us is still incomplete as there is no 
information on yield assmuptions for assets by product type or for rates paid to grow deposits (so 
we don't know how much increase in yield is due to changing balance sheet mix and how much is due to 
wishful anticipation) . Also, we have no information on charge-offs for non-SFR related loans and 
new loan volume and how they came up with those numbers. 

I find it troubling that the primarily regulator is able to conclude on capital without digging into 
these numbers. We have been asking for the forecasted balance sheet for months now and this is the 
first we have them. Our skeptical assessment is essentially forcing them to dig deeper behind the 
numbers. Which they should have done in the first place before deciding on a capital rating. Also 
OTS has recently asked bank to run their capital analysis with $500 million less per quarter in 
assumed earnings accretion and they indicate the result show the bank is still above well 
capitalized. They have not release the results to us on this but be prepared for it as we should 
still view these results with a skeptical eye -- since we still don't have complete information on 
bank assumptions to reconstruct them. 

Another thing to consider is to be prepared for the argument regarding tax assumptions. I know for 
a fact that bank forecast include the reduction of net losses by 35% to reflect the realization of 
future tax benefits. This is going to one of the biggest factor in the capital impairment numbers. 

1 am attaching latest WaMu forecast with updates and more information (but still not sufficient) to 
reconstruct their analysis as well as our additional request on bank forecast and what I see as risk 
to their assumptions that are not factored in their forecast. It is typical of WaMu to provide 
partial selected information. As usual we never get the full picture — "just a bunch layers of 
onions to peel off" and hoping to find something inside. 


«. . .» 

Here are some risk to bank forecast to consider in your discussion on Thursday. 

Plausible Risks to Assumptions and Needed Sensitivity Analysis 

No 1% rate cuts in recession scenario but TED spreads widens (flight to quality as Libor rate 
increases reflecting increased credit risk among inter-bank borrowings). 

Cash balance may be too low - may be more realistic to assume $10B in stress/recession due to 
headline risk impacting liquidity. 

Increasing cost of deposits to maintain and/or grow deposit base given market conditions and 
increased bank competition (and/or alternatively estimate negative impact on retail franchise value 
reducing fee income and deposit balances) . 

Impact of having relatively the same funding proportion mix and determine impact on cost of funds 
and fee income. 

Bank strategy to mitigate losses is not unique and already replicated by competitors - many top 
competitors go after the same markets - resulting in crowding effects and lessening effectiveness to 
implement strategy. Bank may have difficulty in restructuring balance sheet mix while going after 
credit worthy customers (unles.s they go down the credit spectrum — which would impact their future 
losses). Also competition on credit worthy non-SFR assets (MFL, Cards, CRE, etc.) can get fierce 
driving down yields as competitors (e.g. WB, BofA, Citi, NCC, etc.) will try to rebalance in the 
same areas. 

I Pcrnunenl Subcommittct on Iiivesttgattons 
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Here are additional information we need to dig down into bank numbers and do further analysis. 
Request List - We need sufficient information to be able to reconstruct bank forecast on capital 
adequacy and assumed earnings accretion to absorb losses through YE 2010. 

Complete detailed spreadsheets with unlocked formulas of the capital adequacy analysis including 
forecast balance sheet and income statement for base and recession case and sensitivity analysis 
around changes in assumptions and stress factors. 

Breakdown of the following categories with the following information for 2006, 2007, YTD 2008, and 
forecast through YE 2010: 

• Interest income amounts and yields for ail interest bearing assets and loans by product 
categories (e.g.) see below; 

i. SFR mortgage 

ii. SFR construction 

iii. Home equity lines 

iv. Multi-family 

V. Other loans secured by RE 

vi . Non-residential Mortgages 

vii. Other loans (credit cards) 

• Interest expense amounts and yields for all interest bearing liabilities and deposits by 
product categories (e.g.) see below; 

i. Checking 

ii. Money Market 

iii. Savings 

iv. Time Deposits 

V. Wholesale 

vi. Borrowed Funds 

■ Detailed breakdown of non-interest income amounts by type of income for each asset and 

liability groups. Primarily want the breakdown associated with depositors and other retail banking 
fees by depo.sit product type as well as for credit card fee income and other large sources of 
income. 


• Support for loss estimates outside of the $12B-S19 cumulative loss estimate for existing 

home loans (e.g. new loan volume, credit cards, MFL, CRE, etc.) with related detailed breakdowns of 
the losses. 

Support for assumption of voluntary prepayments on SFR mortgages of 14%~16% and comparison 
to recent months. 


From: Corston, John H. 

Sent: Tuesday, August 26, 2008 8:11 AM 

To: Lane, John M.; Spoth, Christopher J.; Owens, Serena L. 

Cc; Ivie, Stan; Doerr, J. George; Funato, Stephen F.; Charurat, Bob; Cawthon, Michael S.; Burns, 

Robert L.; Hirsch, Pete D.; Grum, Christine; Stephens, Kirk A. 

Subject; RE: Updated Earnings Assessement / Capital Analysis 

FYI, 1 just sent the capital analysis for WAMU to L ori Quigley and stated that the region will 
IDtely be discussing this on this Thursday's c all. 

am planning on forward^i^Th^^quarter^^ffllgrie^^ 

risk LIDls to her when they are done. 


From: Corston, John H. 

Sent: Tuesday, August 26, 2008 11:08 AM 
To: 'Quigley, Lori G’ 

Subject: FWr Updated Earnings Assessement / Capital Analysis 
Attached is the cleaned up version, please use this one. 

« File: 2Q08 WaMu Capital Analysis. 2IP » 


= Redacted by the Permanent 
Subcommittee on Investigations 
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From: PolakofF, Scott M 

Sent: Wednesday, September iO, 2008 12:25 PM 

To: Reich, John M <reichjm@office of thrift supervision.com> 

Subject: RE: Rating Disagreement 


Jolm - vvlial a lousy way to start your day. I am making some phcme calls on my end. Just spoke with Art Morton and then 
Darrel. 

The FDIC Board meeting is next week (9/16) to discuss the WAMU differences. We will invite Darrel and Ben Franklin to 
participate in person, probably mth Tim and me. The FDIC will have Stave Ivies, Steve (dedicated examiner) and probably 
Cliris Spot. 

lil deal with diis stuff from my end - please don’t worry about it. Safe travels and have a great speech. 

Thanks. 

Scott 

— Original Message — 

From; Reich, John M 

Sent: Wednesday, September 10, 2008 9:13 AM 

To: Polakoff, Scott M 

Subject: Fw: Rating Disagreement 

1 cannot believe the continuing audacity of this uiaman. I don't know if I can wait much longer to announce my intentions. 


— Original Message — 

From: Reich, John M 

To: 'sbair@fdic.gov' <sbair@fdic.gov> 

Sent: Wed Sep 10 09:08:52 2008 
Subject: Re: Rating Disagreement 

As his PFR I would have appreciated advance notice of your intent to do this. We would have preferred to be the first bearer 
of that news. 


— Original Message — 

From: Bair, Sheila C. <SBair@FDIC.gov> 

To: Reich, John M 

Sent: Wed Sep 10 09:06:17 2008 

Subject: Rating Disagreement 

John 

I called Allan Fishman yesterday to make sure he was aware of our likely rating disagreement and the time ^nsitirity of the 
matter. Stan Ivie will be following up 

( Permanent Subcommittee on lovestiaationsl 
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From: PolakofF, Scott M 

Sent: Wednesday, September 10, 2008 2:53 PM 

To: Reich, John M <reiohjm@ofiBce of thrift supervision, com> 

Cc: Ward, Timothy T <wardtt@office of thrift supervision.com>; Bowman, John E 

<bowmanje@office of thrift supervision.com> 

Subject: Wamu- need your help 


John - based on my discussion with Art Murton this morning, it is clear to me that the FDIC hopes that TPG may 
be a willing party to inject capital into the bank. I thought it would be helpful if we invited David Bonderman and 
his folks to join us for a meeting at our office where we could include the FDIC. The purpose of the meeting 
would be to discuss the various views of the institution's risk profile, current actions under consideration by the 
FDIC, and possible capital considerations. We would control the meeting and ensure that we have no repeat of 
the inappropriate behavior displayed by some of the FDIC in our last session with the bank. 

This is my idea, not the FDIC's idea. H could be beneficial on a number of fronts. If, however, you are opposed to 
it then please tell me and I will not move fonvard 

Thanks. 

Scott 



Reich_John-00049195_001 
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From: 

Sent: 

To: 

Subject: 


mmmmmm - Redacted by the Permanent 

Subconroittee on In vestigations 


Dochow, Darrel W <dochowdw@office of thrift supervision. com> 
RE: I 


Ok. Our review of the Option ARM program is a priori^ in our so^ and we can integrate any questions we have into that 
scope, surfacing any priority ones for immediate answers. I DO NOT think WAMU has increased start rates like Downey in 
tJtat WAMU is competing with Countiy’W'ide (which i keq) getting told is regulated too) and others, and I can't imagine tliey 
would readily do so. I believe their 10-K says, thou^ that they have increased the qualifying rate and ! would expect to see 
that they have held firm on that. In terms of disclosures. I remember they were going to rnake some enhancements in terms 
of dissemination, but I don't believe we ever took i^ue with the existing array of disclosures the>’ had. 

I am nervous about us putting disproportionate pressure on institutions to increase start rates and decrease the start rate/fully- 
indexed rate differenti^. I tltink we may create lopsided competitive issues. WAMU tried to increase start rates in the past 
and was nc« followed by Countiywvide, so WAMU ended up rev'ersing. I realize that reducing tliis differential reduces the 
risk in this product, but so far this is a presupposed risk of toirowers reaching recast and having huge payment shocks, a risk 
that may be more imagined than real given prepayments and borrower options to refinance. There are articles oiU there that 
argue both ways on tltis risk. I am also bothered by the fact that World's CEO continues to tell 

— Original Message 

From: Dochow, Darrel W 

Sent; Thursday, March 30, 2006 2:54 PM 

To: Carter. Lawrence D 

Cc: Finn, Michael E 

Subject: Fw: 

Importance; High 


Lawrence: 

Let's discuss when we are both back next week, I w-ant to double back and be sure that we know if wamu is being a good 
citizen in terms of start rates and disclosures (T.e. not backtracking to increase volume given the potential disappointing 
quarter) and that the potential purchase of the option arm mia product from downey reconciles with rotella’s comments about 
reducing msr and slowing the creation of msr. We should be careful not to mention mHBlIh any conversations. Monday 
and Wednesday are good for me. 


Sent from my BiackBerrj' Wireless Handheld 


— Original Message — 

From: Finn, Michael E 
To: Dochow’, Darrel W; Carter. Lawrence D 
Sent: Thu M ar 30 15:02:00 2006 
Subject: RE: miHHl 


FYI. WaMu was meeting with ISHHI today discuss taking on MTA Option ARM production, w'hich is 

curremiy being sold off to Greenwich, 


Permanent Subcommittee on Investigationsl 

EXHIBIT #70 I 
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Original Message 

From; Finn, Michael E 

Sent; Thursday, March 30, 2006 1 1 ;58 AM 

To; Chow, Edwin L; Lane, Timothy J; Buting, Michael W; Williams. Regina L 
Cc; Gregovich, Steven M 
Subject; MHBBHI 
Sensitivity; Private 


I = Redacted by the Permanent 
Subcommittee on Investigations 


I called today to give me an update on some changes to lending program. He said three week ago 

_^raised the start rate on the COFI Option ARM product from 1.375% to 1.95%. The effect of this change is to push 
the max neg am ( 1 10%) recast assuming only minimum payments out from 34 montlis to about sixty months, which closely 
matches the stated recast date. has seen a 33% decline in volume since enacting the change, but Dan expects to hold 

firm the move. He stre^d that this could result in significant balance sheet runoff at current loan payoff rates. 


^ reaction in the market (no other 1% start lenders moved their rates up). Dan said that BBH would 
continue originating its 1% start MTA product for sale. TTiey had sold that production to Greenwich last year, but are 
meeting witli anollter party today about a new loan sale arrangement for the MTA product. Dan said he also heard that 
FF/Cal recently went back to Uie 1% start 


Dan said that the market has noticed the loan program change and his loan officers and account execs are being heavily 
recruited. He said that word was out that IBiAl was "out of the n^kei". He didn’t substantiate any of the comments. 


Dan also mentioned redesigned their loan disclosures in plain English. The disclosure must be provided to 

all borrowers at first contact and provided again for signature at closure. Dan said he shared the new disclosures with the 
exam team. 


The Board asked Dan to request a copy of the ROE in advance of the OTS Board meeting. I indicated that we were working 
to schedule an exit discussion and committed that we would transmit the exam to the Board before meeting with the Board. 
He may contact Tim to reiterate Uiat message. We didn’t discuss any e.xaminotion issues. 


CarterLawrence-OOOl 1260 002 
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Pochow, Parrel W 

From: Gregovich, Steven M 

Sent: Thursday. July 27. 2006 8:55 PM 

To: Gardineer, Grovetta 

Cc: Finn, Michael E; Dochow, Darrel W; Garvin. Mary C; Kirch, Kurt J 

Subject: NTM Open issues 


Q^sn 


Grovetta - Thanks for the call this afternoon and k^ping us involved. Maybe these last minute <x)mments will 

help with your slide presentation to the Director: 

We should consider going on the offensive, rather than defensive to refute the OCC's positions: 

• NegAm potential is not like a loan commitment; 

• Unlike HELOC's where the borrower can draw die full amount immediately, the full amount of negative 
amortization cannot be immediately utilized or drawn * unless an unprecedented instantaneous rise in 
interest rates were to occur. Otherwise, NegAm will only occur to the extent that interest rates rise and 
the borrower pays less than the fully amortizing payment. The "commitment" is controlled by interest 
rate movements more than borrower behavior. A HELOC is a 2^^ TD, and allows a borrower to draw 
the line to the full committed amount immediately. A NegAm loan is a TD, and is structured so that 
the borrower cannot draw to the "committed" amount at will. The possibility of an increased loan 
amount due to NegAm occurs gradually over time (typically 5 years, in some extreme circumstances 3-4 
years). 

• Further, there is no additional "cash" outlay by the institution; simply a shift in the timing/amount of the 
receivable. 

• Typically, NegAm interest is not capitalized. It is recognized as deferred interest (until the re-cast date). 
For accounting purposes, the principal balance docs not increase. The borrower can repay the NegAm 
interest without penalty. 

• They stale that loans originated in 2005 have shown a marked increase in negative amortization to 
approximately 70%. This is an attempt to support that "this time it’s different.” This number can be 
misleading. True, minimum payment usage is around 70%, but measures of actual NegAm accumulation 
are much lower. For example. WaMu has a 68% minimum payment usage in May, but only 56% of the 
loans have a principal balance above the original principal balance. More importantly, the dollar amount of 
NegAm (deferred interest) is only 80 basis points (!) of total outstanding loan balances. These measures of 
accumulated NegAm were higher in 2000-01 . I've attached a chart from WaMu to demonstrate this point 
(slide I ). We’ve previously demonstrated that NegAm usage is higher when interest rates are rising, but 
usage is also dependent on seasoning. Typically borrowers use the option early (typically to 70-80%), but 
less as the loan ages. I've attached another slide from WaMu showing this pattern for numerous vintages 
(slide 2), I’ve also attached a slide from UBS showing a similar pattern for WaMu loans sold in the 
secondary market (slide 3). 



WaMu Historicaf 
Drferred biter... 



GTS/WhST 


Borrower qualification standards - potential negative amortization balances (OTS positions) 


• I don't understand the point of the second bullet - "amortized faster than..." 

• No other regulatory loan underwriting criteria requires that "worst case" scenario be utilized. We cannot 


Permanent Subcommittee on Investigations 
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lose sight that these are 1-4 family residential mortgages, arguably the lowest risk category of any 
collateralized loans. 

• Product allows the borrower flexibility to use their initial home equity as a future payment shock cushion, 
without resulting in interim negative payment performance or additional fee charges (i.e. late fees assessed 
on insufficient payments). 

• We have 204- years of experience with NegAm ARM products. Historical loss rates are not substantially 
different than on comparable ARM or fixed rate products. World has been a “pure" NegAm lender since 
1981 and has never seen annual charge offs exceed 18 basis points on it’s SFR portfolio. Again, it’s not the 
product, it's the underwriting. 

• The current guidance will create some inequities. All ARM borrowers are subject to some of the same risks 
(e.g. payment shock), but at varying degrees. The old traditional ARM has severe payment shock potential 
due to the possible 1 % per year inteiest rate adjustment, but the guidance ignores this product because of the 
its tenure and familiarity. Hybrid ARMs also have payment shock potential, but are also ignored in the 
guidance. Requiring lenders to qualify bcHTOwers assuming a fully amortizing repayment schedule would 
change current underwriting practices for 10 loans (it would also change the practices for Hybrid ARMs if 
they were included in the guidance), but not for Option ARMs as lenders already qualify borrowers 
assuming a fully amortizing repayment schedule. Hybrid ARM lenders qualify borrowers at the initial fixed 
payment and would receive inequitable and preferential treatment. 

Good luck with your meeting. 

Steve 


2 
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FW: Latest AMP Guidance 


Page 1 of 5 


From: 

Sent: 

To; 

Subject: 

Attach: 


Gregovich, Steven M <steven.gregovich@ots.treas.gov> 

Tuesday, August 15, 2006 12:31 PM 

Finn, Michael E <finnme@office of thrift supervision.com> 

FW: Latest AMP Guidance 

Option ARM comment summary.doc 


Some comments from Kurt and David. 

Original Message — 

From: Kird^, Kurt 3 

Sent: Monday, August 14, 2006 3:30 PM 
To: Henry, David R; Gregovich, Steven M 
Subject: RE: Latest AMP Guidance 


I agree that we should not cave on the max neg-am requirement: 

* Loans are underwritten at fully-amortizing rate 

- there's a big difference between a borrower tha t chooses to make lower payments and one tha t must make 
lower payments. Qualifying at fully-indexed means the borrower exercises their personal judgment. We are 
double counting. Further, hybrid ARMs are not underwritten in this manner. No consideration is given to what the 
potential first payment may be once the loan hits the first variable payment (i.e., an adverse future scenario), 

* Worst case assumptions-unsupported by historical data. We assume... 

- No borrower will EVER make more than the minimum payment 

- No borrower will EVER will be in a position to Refi 

Prudent risk management practices would dictate using institution specific or industry data based on reasonably 
estimable measures, NOT dictating a prescriptive unsupported scenario. Hedging here by considering distance of 
start rate to fully-indexed is still based on the use of these harsh and unsupportable assumptions. The start-rate 
issue should be dealt with in that section of the proposed guidance. 

* Current underwriting already addresses additional risk of Option ARMs 

- In general. Option ARMs are underwritten to tougher standards than "traditional" mortgage loans 

>LTVs in 70's 
>FICOs higher 
>DTis low-to-mid 30’s 

Concept of risk layering is understood by prudent lenders and offsets to risk are built into undenwriting up-front. 

Proof: Solid and profitable secondary market executions of Option ARM product. Executions largely determined 
by perceived risk as detenmined by S&P and Moody's criteria. NRSOs appear to be well-aware of potential risks 
of these products and have updated criteria as appropriate to reflect this. 

* Market impact - MTA hybrid iO ARMs are a huge product for Wamu (I'm trying to get current stats as we 
speak). I would imagine there would be a fairly big Impact on their lending in this product if they were required to 
underwrite to full neg-am over the life of the loan, assuming borrower makes minimum payment ALWAYS. 

We have dealt with this product longer than any other regulator and have a strong understanding of best 
practices. I just don't see us taking a back seat on guidance that is so innate to the thrift Industry. 

I wouldn't feel one bit disappointed if we had to go it alone on this one. 


Permanent Subcoiwmitte* on investigations 
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FW: Latest AMP Guidance 


Page 2 of 5 


Attached are a few summary items I pulied fram some of ttte comment letters- 


— Original Message — 

From; Henry, David R 
Sent: Monday, August 14, 2006 1:31 PM 
To: Gregovicti, Steven M 
Cc: Kirch, Kurt J 

Subject: RE: Latest AMP Guidance 


I don't think we should concede on the Max Neg Am qualification fully even if it provides the 
weight behind our concern over the start rate and accrual rate differential. Just for the 
argument that in three years time a borrower could also add on other debt in all other forms of 
borrowed credit - so that whether she pays her fully amortizing or not - her total debt and ability 
to repay upon recast could also be questioned because the presumption that she doesn't 
know how to manage her credit. Let alone the argument that she might earn more in three 
years. If this is the only method of getting muscle behind our start rate accrual rate issue - 
perhaps the institutions underwriting policy must include both an original loan amount LTV and 
DTI but a Max NegAm LTV DTI with some probability assessment and include description of 
the tools used by management to monitor and evaluate the risk over time. 

Also not only do we have nonregulated instiutions but institutions that are selling off the credit 
risk in the secondary market - wouldn't we would look at them differently?? Given the durrent 
disparity in the regulators perception of the risk and the willingness of the secondary market to 
gobble this stuff up - have the Rating Agencies weighed in on or been consulted with respect 
to the Guidance? 

Finally, I'm becoming more impressed with the need for good disclosure, must be all that good 
compliance training, But when Mariana remarks on the various attorney's she encounters 
chomping at the bit to sue someone - 1 can just surmise that this will be where the greater 
amount of the issues with AMP will come from rather than Credit issues. 

DRH 


Original Message 

From: Gregovid:, Steven M 

Sent; Monday, August 14, 2006 11:29 AM 

To: Henry, David R; Kirdi, Kurt } 

Cc: Gong, Tracy S 

Subject: FW: Latest AMP Guidance 

Piease look at the latest version. This is moving pretty quickly, so don't focus on edits. Focus primarily on the 
qualification paragraph and footnote #16. We have suggested changes to both, but no movement yet. I'm most 
interested in your opinions of the impact of footnote #16. 

— Original Message — 

From: PhSlips-Patridt, Fred J 

Sei»t; Monday, August 14, 2006 8:43 AM 

To: Finn, Michael E; Gardineer, &ovetta; Gregovich, Steven M 

Cc: Poiakoff, Scott M; Albinson, Scott M 
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FW: Latest AMP Guidance 


Page 3 of 5 


Subject: RE: Latest AMP Guidance 

Mike, 

I share your concern about the spread between the start rate and the fully indexed rate - as that spread is the 
main driver of potential neg am. early recast, and ultimately the risk of the product 

The current guidance attempts to focus on that issue by having the institution calculate, based on the actual loan 
terms, the start rate, and today's fully indexed rate, the additional amount a borrower could draw If he/she made 
the minimum payments until either early recast or contractual recast of the loan. The larger the spread, the more 
a borrower could draw. The effect of the current guidance language would be to reduce the amount a boirower 
could qualify for as the spread increases, which, given the heighten risk environment, seems prudential. 

Here’s the guidance as it stands now. See page 13 for the current qualification language. However, you should 
read the entire document, as it is now very much risk-focused, emphasizing the need for an institution to market, 
underwrite, and manage the risks of these products prudently. 

« File: NTM Preamble and Guidance (8-1 1-06).doc » 

Fred 


Original Message — 

From: Finn, Michael £ 

Sent; Sunday, August 13, 2006 6:56 PM 

To; Gardineer, Grovetta; Gregovidi, Steven M 

Cc: Pdakoff, Scott M; Albinson, Scott M; Philiips-Patridc, Fred J 

Subject: Latest AMP Guidance 

Can one of you send me that latest version of the guidance? 1 want to take a fresh read 
one more time. 

I'm still struggling to reconcile our differences with the OCC. Somehow we should not be 
that far apart in our stances and perhaps there is still good compromise on the 
qualification process. This note provides some ideas to consider as we wind down this 
final steps in releasing the guidance, 

I keep thinking that qualification standards should be no more stringent for low risk 
Option ARMS than they are for lOs or 3/1, 5/1 hybrids. That said, the big difference 
between some Option ARMS and these other products is early recast because loan 
structures/terms (deep discount starts and extended amortizations) and borrow behavior 
(maximum neg am utilization) create much greater potential for an early recast and 
significant payment shock. You have recast and payment shock risk on lOs and Hybrids, 
but its much less severe, well understood and fairly clearly disclosed. On Option ARMS, 
the potential recast/shock can be severe, it's less well understood by the borrower, and 
disclosures can be strengthened. Our focus should be on th e risk that creates early 
recast with significant payment shocks - i.e. deeply discounted start rates with extended 
amortization periods. 

I want to read the guidance one more time, but I keep coming back to deeply 
discounted start rates (now with extended amortization) as my biggest concern with this 
product and its use. Countrywide recently announced that they are reintroducing their 
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F W : Latest AMP Guidance 


Page 4 of 5 


1% Start rates. The market will likely follow in lock step. This is not good. With today's 
fully amortizing rate of 6.75% or higher, the differential between start rates and fully 
indexed is nearing, if not over, 600 basis points. Historically it was in the 200 bp range. 
Negative amortization, early recast and payment shock will only get worse given this 
differential. This is the greatest risk to borrower, lender and regulator on Option ARMS, 
We have tried informally to encourage large thrifts in the West region to move start rates 
up to mitigate this risk, but attempts have not been sustained or successful at moving 
the market. Institutions that don't follow the lowest start rates in the market lose 
volume almost immediately. 

If the debate on Option ARM start rates and qualification standards is still open, we 
should consider steering the discussion to more stringent qualification for Option ARM 
loan structures/terms that are most susceptible to early recast and severe payment 
shock. I would support a more rigorous/diligent underwriting assuming full usage of 
max negative amortization on a loan that is likely to recast well short of 5yrs with a 
shock greater than some percent (100, 150, 200?). I still do not support the treatment 
of all potential neg am on Option ARMs as loan commitments, particulariy where the 
loans are structured so that they would only recast at the contractually set date (i.e 5, 7 
or 10 years). 

Possible thoughts on a way to describe a tougher, but more limited circumstance, 
qualification process might be as follows: 

One of the greatest risks to borrowers and lenders is the potential for early loan recast 
with significant payment shock. Historically, start rates were set at levels that did not 
result in loans recasting prior to the stated recast term (i.e 5 years or longer period). 
Today's quite common deeply discounted start rates, particularly when combined with 
extended amortization periods, can produce loan recast well before the typical five year 
or longer contractual recast date, sometimes resulting in recasts that occur less than two 
years from origination. 

In general, to avoid unsafe risk of early recast with significant payment shock, loan start 
rates should be set at levels that will not result in early recast of the loan assuming the 
borrower chooses the maximum utilization of the negative amortization option. If an 
institution chooses to offer loan start rates that will likely result in early recast given 
existing market conditions (flat interest rates), then the institution must (i) qualify the 
borrower assuming the maximum utilization of negative amortization, and (ii) clearly 
disclose to the borrower the estimated date of recast and expected minimum monthly 
payment at recast assuming no change in market conditions. 

Please accept these thoughts for consideration as you wrap up work on the guidance. If 
we can address the low start rate issue and influence industry behavior, than I would 
support a tougher undenvriting process to get there. Of course, we should be mindful 
that we still have the potential problem that this guidance will not reach the full 
mortgage market and our actions could result in a shifting of low start rate product to 
unregulated entities. Please let me know if you have any questions. 
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FW: Latest AMP Guidance Page 5 of 5 

Mike 


file://P:\Financial__Crisis_Concordance_FiIes\__Master__FiIe_\OTS__Box_14\Native\008\Fimi... 3/9/2010 


VerDate Nov 24 2008 13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00466 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


VerDate Nov 24 2008 



Permanent Subcommittee on lavestigationsl 

EXHIBIT #73 I 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00467 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 


JPM WM02549033 




ph44585 on D330-44585-7600 with DISTILLER 


454 



VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 


PO 00000 


Frm 00468 


Fmt 6601 


Sfmt 6601 


P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 


JPM WM02549034 




ph44585 on D330-44585-7600 with DISTILLER 


455 



VerDate Nov 24 2008 13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00469 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


456 


VerDate Nov 24 2008 



13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00470 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 


JPM WM02549036 




ph44585 on D330-44585-7600 with DISTILLER 


457 


VerDate Nov 24 2008 



13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00471 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 




ph44585 on D330-44585-7600 with DISTILLER 


458 



VerDate Nov 24 2008 13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00472 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 




ph44585 on D330-44585-7600 with DISTILLER 


459 



VerDate Nov 24 2008 13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00473 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 




ph44585 on D330-44585-7600 with DISTILLER 


460 



o 

o 

Os 

cs 


I 


VerDate Nov 24 2008 13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00474 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 




ph44585 on D330-44585-7600 with DISTILLER 


461 





ph44585 on D330-44585-7600 with DISTILLER 


462 


VerDate Nov 24 2008 


OPTION ARM NEC AM REVIEW 
WORKPROGRAM 212A{1) 

& 

NONTRADITIONAL MORTGAGE GUIDANCE REVIEW 


SCOPE 

• Review WAMU’s monitoring and oversight of the Option Arm (OA) Neg-Am 
portfolio. 

• Review WAMU’s compliance with Interagency Guidance for Nontraditional 
Mortgage Lending; Underwriting: issued October 2006. 

OPTION ARM CONCLUSION 

Overall, management has done an effect job of monitoring the institution’s OA portfolio 
via the Quarterly and Monthly Neg Am Analysis Reports. During our loan review we 
reviewed 44 OA loans and disclosed no major underwriting concerns. 

Given the increasing interest rate environment of 2005 and 2006 the OA portfolio has 
experienced increased rates of negative amortization although negatively amortizing 
loans are not yet nearing the point of recasting. Default risk for the 2005 and 2006 
vintages is especially enhanced because of the potential payment shock caused by the 
negative amortization feature. It’s doubtful whether OA loans originated in earlier years 
that are approaching the recast date (month 60) will experience greater default rates than 
other loans because payment shock should not be as much of an issue. The loans 
originated in earlier years are indexed to (12-month Moving Treasury Average and the 
Constant Maturity Treasury) which were declining from 2001 through the first half of 
2004. Hence negative amortization should not adversely affect these Option Arms. 

In general, the negative amortization feature erodes the equity cushion available to 
protect the bank in event of foreclosure. Loans with loan-to-value ratios of 80 percent or 
more and the ability to negatively amortize to 125 percent of the original loan amount 
and originated within the last couple of years are especially at risk. In 2006 the Neg-Am 
limit/cap was reduced from 125 percent to 115 percent. Thought limiting the amount of 
potential negative amortization, the lower limits may increase recast speeds causing 
payment shocks to occur earlier for those loans originated in 2006 and beyond. 

Management’s Monitoring of the OA Portfolio 

WAMU prepares a Negative Amortization Analysis report on its residential OA products 
on a quarterly basis. The analysis includes (1) negative amortization and payment trend 
over time, (2) negative amortization accrual/non-accrual loan performance trends, (3) 
deferred interest outstanding, (4) Economic and Portfolio Impact analysis (5) Neg-Am 
Financial Performance, (6) Payment Shock Impact Analysis. The Payment Shock Impact 
Analysis covers the potential impact that payment shock might have on the performance 
of the negative amortization portfolio and the delinquency/charge-off implications. 


Permanent Subcoremittce on Investigations 

EXHIBIT #74 
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Wamu has incorporated a Payment Shock analysis page into the Quarterly Neg-Am 
Report in response to recommendations made from the prior exam. The institution also 
prepares an abbreviated analysis on a monthly basis. Management has improved its 
monitoring and analysis in this area. 

Neg-Am Report Highlights fMarch 31, 2007) 

At the end of 1Q07, total deferred interest was $1,275 Billion or 2.22 % of the 
outstanding balance for loans that currently have the potential to negatively amortize, 
with $1,1 15 MM above the origination balance. The projections for total deferred interest 
increased from $1.29 billion at 4Q06 to $1.59 billion at 1Q07, a 23% upward revision in 
estimated amount of total deferred interest. The estimated peak in deferred interest is 
projected to occur in January 2008. In the 4Q06 Neg-Am Report the estimated total 
deferred interest forecast for 1Q07 was set at 1.179 billion; actual deferred interest 
exceed this forecast amount by $96 MM or 8 % of the forecast amount. 

♦ The potential financial impact of payment shock associated with Option ARMs is 
estimated at $154.3 MM should a stressed economic scenario occur. The estimated 
timing of the shock losses is from February 2010 to February 20011. The stress scenario 
assumes 300 bps growth in the 1 -year treasury over the next six months, then a flat trend, 
and 0% house price growth. 

♦ Option ARlvIs contribute the majority of net income after tax (NIAT) to the SFR 
portfolio (including Subprime). Option ARMs perform better financially than other SFR 
Prime products because they have a higher margin, the banks recognizing the interest 
income when a loan is deferring interest, and loans that defer interest actually accrue 
interest on that deferred interest, thereby increasing the interest income associated with 
these loans. 

♦ From 1Q06 to 1Q07, the percent of borrowers making the minimum payment increased 
from 61.1%to 73.6% up 12.5%. 

♦ On a vintage basis, both 2005 (at 80.7 % in March 2007) and 2006 (at 86.9 %) 
substantially exceed all other vintages’ minimum payments. The rate for all other 
vintages combined was 59.5%. 

♦ Deferred interest in nonaccrual status rose 54% ($2.4 MM) in 1Q07. The non-accrual 
rate for loans with negative amortization is lower than the nonaccrual rate for loans 
without negative amortization (but having the potential to accrue it). However, the 
nonaccrual rates have been trending towards each other since early in 2006, with the non- 
accrual rate for loans with deferred interest briefly surpassing the non-accrual rate for 
loans without deferred interest in February 2007, but then dropped in March 2007 due to 
a $98 MM sale of non-accrual Option Arms (NPA22). 

♦ Loans with negative amortization have a 6 bps higher foreclosure rate than loans 
without deferred interest. Neg-Am foreclosure balances increased three-fold from 1 Q06 
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to !Q07 compared to a two-fold foreclosure balance increase for loans without deferred 
interest. 

♦ 100% of the potential early recasts are on loans with a 110% or 1 15% limit, which were 
only in place for the 2005, 2006 and 2007 vintages. As a result, all potential early recasts 
are limited to those vintages, with the 2006 vintage making up 94% of the early recast 
dollars. 

♦ The increase in losses associated with payment shock are highest for the 2006 vintage 
and are driven by a larger increase in the interest rate, a higher decline in the prepayment 
rate and a lower deferred interest cap, which may result in recasts before these loans have 
been on the books for five years. 

♦ Due to the low increased loss rate for all vintages prior to the 2005 vintage, the loss 
impact associated with recasts for these vintages is very low. 

♦ In September 2009, losses associated with recasts for the 2006 vintage begin, which is 
prior to the start of the 2005 vintage losses. This is due to the lower negative amortization 
cap (110%) in place in 2006. From September 2009 to December 2011, 87% of the 
$169.7MM of potential increased loss would occur (4Q06 Neg-Am Report), 

As of January 3 1 , 2007, the bank reported a total of $61 .9 billion in outstanding OA loans 
in the Held for Investment portfolio. Of those, approximately 80 p>ercent of the entire OA 
portfolio is actively negatively amortizing in some fashion. 

» Current Balance > Original Balance - $4.8 billion; 

» Current Balance > Prior Balance - $5 billion; 

» Current Balance > Original and Prior Balance - $37.7 billion. 

OA Portfolio Vintage 

Of the $62.9 billion in OA loans as of December 31, 2006, approximately 28 percent 
were originated in 2006 with the remainder of the portfolio consisting of the following 
vintages: 

» 2005 31.5% 

» 2004 18.7%; 

» 2003 12.0% 

» 2002 2.5 %; 

» 2001 less than 1 % 

» 2000 1.7% 

» Before 2000 4.4 % 
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From: Dochow, Darrel W <darrel.dochow@ots.treas.gov> 

Sent: Friday, February 29, 2008 10:19 AM 

To: Franklin, Benjamin D <franklinbd@ofFice of thrift supei 

Mark W <johnsonmw@office of thrift supervision. com^ 
<hendriksenja@ofFice of thrift supervision.com> 

Cc: Crosley, John M <crosleyjm@ofFice of thrift supervisioi 

Subject: Fw. Kerry Killinger 


Fyi 

Sent from my BlackBerry Wireless Handheld 


Original Message — 

From: Ward, Timothy T 
To: Polakoff, Scott M 
Cc: Dochow, Darrel W 
Sent: Fri Feb 29 09: 10:04 2008 
Subject: RE: Kerry Killinger 

Yes. 1 will find the time on your calendars - Thursday may work for John via phone, 
on from the West. 

Tim 


Original Message 

From; Polakoff, Scott M 

Sent: Friday, February 29, 2008 9:07 AM 

To: Ward, Timothy T 

Cc: Dochow, Darrel W 

Subject: RE; Kerry Killinger 

Tim - thanks, I agree with you. Can we find time next week to brief John on Wamu. 
John et al or prior. 

Thanks. 

Scott 

Original Message — 

Frnm* Warrf Timnthv T 
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Target Market: Borrowers who want Option ARM lending flexibility and 
expanded parameters and lower payments. 

Option Arm Advantage 90: 

• The Option ARM Advantage 90™ is designed for borrowers who select a 10.1% 
down purchase loan or an 89.9% no cash out refinance in lieu of an Ml-insured or 
an 80% or less LTV. 


NONTRADITIONAL MORTGAGE GUIDANCE REVIEW 
Summary: 

Below is a brief outline of the major components of the Interagency Nontraditional 
Mortgage Guidance October 2006. Only the Underwriting section is evaluated in 
this document. 

Underwriting : 

• The borrower should be qualified at fully indexed, fully amortizing payment 
considering balance increases. 

• Over-reliance on the use of credit scores as a substitute for income verification 
should be avoided. 

• No collateral dependent loans. The ability of the borrower to pay an amortizing 
payment should not be based on the sale or refinancing of the collateral 

Portfolio Risk Management 

• Policies should establish portfolio limits for risk layering, and loan 
concentrations. 

• Nontraditional mortgage products require enhanced performance monitoring and 
reporting. 

• ALLL levels should reflect portfolio risk, and may need enhancement as the risks 
associated with nontraditional mortgages changes. 

• Mortgage Banking Operations: monitoring of recourse in sold loans, and develop 
contingency plans if demand for nontraditional mortgage products in secondary 
market drops. 

Consumer Protection 


• Marketing should be balanced 

• Potential payment shock, interest rate increases, capacity for negative 
amortization, and prepayment penalties should be explained and disclosed in a 
consumer friendly manner. 

• Pricing premium for reduced documentation should be clearly disclosed. 
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WAMU GAP ANALYSIS EVALUATION: UNDERWRITING 

Underwriting 

Conclusions: 

1 ) As of December 3 1 , 2006 WAMU still did not consider potential Negative 
Amortization in qualifying the borrower for Option ARMs: this practice is not 
conforming to the October 2006 Interagency Guidance. WAMU considered the 
potential payment shock between the qualified amortizing payment and the 
amortizing payment at recast, including any negative amortization, to be non- 
significant. The WAMU analysis shows an approximate 20% difference between 
the two payments mentioned above. 

• As of May 1 S’*" Wamu is moving toward changing the Option Arm 
qualification parameters to include calculating the qualifying DTI using a 
fully indexed, fully amortizing payment that includes potential negative 
amortization balance increases. This would bring the underwriting portion 
of the Option Arm program into compliance with the Interagency 
Guidance on Nontraditional Mortgage Lending issued in October 2006. 

2) Wamu’s general policy and procedures covering Low-Doc or Stated Income loans 
appears to rely heavily on FICO scores. In The Conventional Underwriting 
Guidelines section covering Low-Doc, Stated Income loans, it says under, 
“Reasonableness of Stated Income”; Step 2) “is designed to minimize risk 

by. ..calculating the payment shock and establish a limit on the amount of increase 
permitted”. These limits are quite liberal.... 100% increase in payment for LTV < 
75%, and 50% increase for LTVs > 75%. Even if the new loan payments exceed 
these liberal limits, step 3 allows for stated income use if the borrower has a high 
enough FICO score. This seems to indicate a high degree of reliance on FICO in 
determining who qualifies for stated income loans. Hence FICO scores are being 
relied upon in place of income documentation/verification. This degree of reliance 
on FICO score appears inconsistent with the nontraditional guidance. 

3) Interest Only loans, (with higher FICO and lower LTV), are not being qualified at 
an amortizing payment. These are being qualified at the interest only rate and do 
not consider payment shocks/increases when the loan starts amortizing. This is 
not inline with the NTM Guidance. 

• As of May 15"', Wamu is moving toward qualifying all lO loans with 10 
periods less than 5 years at an amortizing payment. This is compliant with 
the Interagency NTM Guidance, However 10 products with 10 periods of 
5 years or more will continue to be qualified at the interest only payment. 
This is still not consistent with the guidance. 
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4) Wamu states that they do not engage in underwriting practices that heighten the 
need for a borrower to rely on the sale or refinancing of the property to make 
amortizing payment on the loan; and therefore they are not making collateral 
based loans. However the liberal use of the Low-Doc/Stated Income loans raises 
the question of reliability of the declared income as being the primary repayment 
source. The combination of stated income loans and higher loan to values ratios 
likely increases the chance that the ultimate collect ability of the loan may rest 
upon the liquidation of the underlying property, or refinancing the loan. 
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From: Cathcart, Ron 

Sent: Monday, March 19, 2007 8:46 PM 

To: Schneider, David C. <david.sdindder@wamu.net> 

Cc: Chapman, Fay <fay-chapman@wamu.net>; Rotella, Steve <steve.rote!la@wamu.net>; 

Casey, Tom <tom.casey@wamu.net>; Fel^en, Cheryl A. <cheryl.feltgen@wamu.net> 
Subject: FW; Foliow-up infonnation to last ev«iing's call regarding subprirae interagency 

guidance, etc. ... 

Attach: NTM Impact New 20070315 Revised.xls 


Ctearty a different set of facts, which argues in fevor of hokUrtg off on implementation until required to act for put^c 
relations (CFG announces unexpectedly) or r^ulatory reasons. 


From; Park, Alex 

Sent; Monday, March 19, 2007 5:17 PM 
To: Feitgen, Cheryl A.; Cathcart, Ron 

Cc: Hyde, Arlene M.; Potoisky, Doug; Weisbrod, Jay A.; Sinn, Susan M.; Smith-McCrainey, Denise; Wilson, John; Coultas, 
Dave; Champney, Steven D.; Wagner, Maynard; Biglin, Brian J.; Sang, Xiaoyu 

Subject: FW: Follow-up information to last evening’s call regardirtg sul^alme interagency guidance, ete. . . . 

First of all, my apologies. 

The original information I had sent out had error in the analysis- I did 
not include the volume of loans with <=90% CLTV in the impact 
calculation. The information Cheryl had sent previously is correct. 

The following is the correct info: 

❖ Based on the info from Xiaoyu Sang, if we implement the Purchase only 
change for NTM' we'll have around 10% Purchase volume. 

> Most of the drop comes from 95% CLTV change we had already made as 
this change alone drops Purchase from 24% in Feb 2007 to 12%. 

> The total volume reduction from 95% CLTV change is estimated as 20%. 

❖ Implementing the NTM change for Purchase only drops additional 2.5% of 
volume . 

> If we implement the NTM changes to all loans, then we'll see 
additional drop of 33% of volume. 

❖ The 95% CLTV change dropped the most loans from Purchase population, but 
NTM change will drop most loans from Refinance (better performing) 
population if we apply it to all loans. 

Than)c you. 

Alex 


Original Message 

From: Park, Alex 

Sent: Thursday, March 15> 2007 9:45 AM 
To; Feitgen, Cheryl A.; Cathcart, Ron 

Cc: Hyde, Arlene M.; Potoisky, Doug; Weisbrod, Jay A.; Sinn, Susan M.; 
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Sinith-McCrainey, Denise; Wilson, John; Coultas, Dave; Champney, Steven D.; 
Wagner, Maynard 

Subject: Re: Follow-up information to last evening’s call regarding 
subprime interagency guidance, etc. , . . 

Cheryl and Ron: 

Based on the info from Xiaoyu Sang, if we implement the Purchase only 
change for NTM' we'll have around 11% Purchase volume. 

Most of the drop comes from 95% CLTV change we had already made as this 
change alone drops Purchase from 24% in Feb 2007 to 12%. 

The total volume reduction from 95% 

CLTV change is estimated as 20%. 

Implementing the NTM change for Purchase only drops additional 0.6% of 
volume. If we implement the NTM changes to all loans instead of just 
Purchase, we’ll have additional 2.3% drop in volume from the total volume 
based on Feb 2007. The total NTM changes only add up to 3% due to all the 
other credit policies we had changed instead of 32%. 

Given this info, I recommend that we consider taking the high road of 
fully accepting the NTM guideline. This should certainly place us in a 
better position with OTS. 

Thank you. 

Alex 


Original Message 

From: Feltgen, Cheryl A. 

To: Park, Alex 

Sent: Thu Mar 15 02:53:40 2007 

Subject: FW: Follow-up information to last evening’s call regarding 
subprime interagency guidance, etc. . . . 

Can you reply with the response to Ron's question? I don't have the 
backup handy. Thanks. 

Cheryl 


From: Cathcart, Ron 

Sent: Wednesday, March 14, 2007 9:51 AM 
To: Feltgen, Cheryl A. 

Subject: RE: Follow-up information to last evening’s call regarding 
subprime interagency guidance, etc. . . . 

What are the relative projected volumes of purchase/non? 


Confidential Treatment Requested JPMC 
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From: Feltgen, Cheryl A. 

Sent: Tuesday, March 13, 2007 8:47 PM 

To: Schneider, David C.; Cathcart, Ron; Longbrake, Bill A.; Chapman, Fay; 

Robinson, John 

Subject: Follow-up information to last evening’s call regarding subprime 

interagency guidance, etc. . . . 

Wanted to send to all of you one of the pieces of information that was 
requested during last evening's call on the "subprime interagency 
guidance" and related subjects. The question was what portion of our 
current production of purchase transactions would not qualify if we 
underwrote at the fully indexed, fully amortizing rate? We looked at the 
February production and deducted from it the over 95% CLTV transactions to 
have a representative look at future production {as you all know, we 
stopped doing greater than 95% CLTV loans last week} . If we qualified 
only the purchase transactions at the fully indexed, fully amortizing 
rate, 2.5% of volume would be eliminated. If we qualified all 
transactions at the fully indexed, fully amortizing rate, 33% of volume 
would be eliminated. 

We are working on the gap analysis comparing our current practice to the 
items cited in the Fremont Cease and Desist Order, We should have that in 
the next day or so. The analysis to develop a strategy regarding the rate 
resets will take a few more days beyond that. 

Cheryl 

Ms. Cheryl A. Feltgen 
Senior Vice President 

Chief Risk Officer, Home Loans Division 
WaMu 

1301 Second Avenue 
WMC4001 

Seattle, WA 98101 

Phone: 206.500.4952 

Fax: 206.377.2391 

Email: cheryl.feltgen0wamu.net 
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RE: NTM Gap Analysis 


Page 1 of 2 


From: 

Sent: 

To: 

Cc: 


Subject: 


Magrini, William J <william.magrim@ots.treas.gov> 

Tuesday, March 27, 2007 8:26 AM 

Gardineer, Grovetta <gardineergr@office of thrift supervision,com>; Phillips- 
Patrick, Fred J <patrick5@office of thrift supervision.com> 

Luther, Teresa H <lutherth@ofFice of thrift supervision.com>; Quigley, Lori G 
<quigleylg@office of thrift supervision.cora>; Lake, Stephen A <lakesa@ofrice 
of thrift supervision.com> 

RE: NTM Gap Analysis 


I noted that several of our institutions make NINA loans. That, in my humble opinion is collateral dependent 
lending and deemed unsafe and unsound by all the agencies. The fact that Indy REQUIRES a 660 FICO for such 
loans is appalling. 660 is below average. That is not a credible risk mitiganl 

What ever would possess those institutions to make such loans widely available. I could see it if they required a 
760 Fico and lots of equity? 

Why would our examiners not question such practices? 

It is not at all surprising that delinquencies are up, even among Alt-A. In my opinion credit standards have gone 
too low. 

Bill Magrini 


— Original Message — 

From: Gardineer, Grovetta 
Sent: Tuesday, Mar* 20, 2007 1:31 PM 
To: PhllBps-Patnck, Fred 3 
Cc Magrini, William J; Luther, Teresa H 
Subject: FW: NTM Gap Analysis 

FYI - NTM Gap Analysis compiled by the West Region. 

Grovetta 


From: Gregovich, Steven M 
Sent: Thursday, March 15, 2007 3:01 PM 
To: Gardineer, Grovetta 
Subject: FW: NTM Gap Analysis 

Grovetta - Joanne asked for this, but I figured you'd also want to see it, 
Steve 

— Original Message — 

Froms Gregovich, M 
Sent: Thursday, March 15, 2007 11:59 
To: Haakinson, Joanne J 


Quigley __Lori-00U0324 


Permanent Sub committee on Investigations! 
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RE: NTM Gap Analysis Page 2 of 2 


Cc: Quigley, Lori G; Messett, Brian C: Henry, Dawd R; Rexrtrth, ftotana; Rnn, Michael £; Dodiow, Darrel W; CJ»ow, Edwin L 
Object:: NTM Gap Analysis 

Joanne - As requested, here is the Nontraditional Mortgage Guidance Gap Analysis summary spreadsheet 
covering our five largest NTM lenders. We asked each lender to complete a review of current practices vs. 
the guidance, and we have met with each of them to discuss the analysis. We did not dictate the format or 
questions, as we wanted to see how each lender interpreted the guidance requirements. All of the 
participants provided significantly more detail (usually a full binder), so this spreadsheet is a only a 
compilation summary of their responses, not our judgment of the responses. Also, we are still working with 
WaMu to gather additional detail. 

We would hope that all five of these lenders would be invited to the DC meeting on the 4th, as they have 
significant influence on the Option ARM market. We would also hope that Countrywide would be invited 
also. 

I will be in Charlotte all of next week, so contact David Henry if you have questions regarding the 
spreadsheet. 

« File; NTMgapSUMMARY.xls » 
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From: Franklin, Benjamin D 

Sent: Thursday, April 12, 2007 4:57 PM 

To: Henry, David R <henryda@office of thrift supervision.com> 

Subject: RE: Wamu NTM Gap Analysis 


Ed is just doing the legwork for bob that we talked about earlier, basically putting together "unoflioial points" 
regarding weaknesses we see in WaMu's implementation of NTM guidance. We had stopped working on this 
based on earlier conversations with Steve that this should not be handled through the exam; however, we 
renewed it this late last week after Darrel indicated that we should proceed but to run any suggestions by him and 
mike before we share anything with the Bank. Of course, we will mn it by your group first because we plan to 
incorporate points from the matrix that you shared with us. I doubt that we will have anything to show you until 
week after next because like I said, we just started to work on this again recently. 


•—Original Message-— 

From; Henry, David R 

Sent: Thursday, AprH 12, 2007 12:19 PM 

To; FranWin, Benjamin D 

Subject: RE: Wamu NTM Gap /Uialysis 


Ben, 

I'm checking in during vacation on my emails and noted the attached emails. I can certainly 
work with Ed to get this done for you and Bob but as Mariana points out - we want to 
coordinate the mesaage with Darrel and Mike. 

1 will be back to work - at Downey but can better circle up with this and other matters then, If 
you prefer it not wait - I'd like to see a copy of the memo before it goes out and can circle back 
up tomorrow evening for any emails, 

DRH 


— ^-Original Message — 

From: Rexroth, Mariana 

Sent: Thursday, April 12, 2007 10:21 AM 

To; Cote, Edward C 

Ce; Ctari^ Mary Suzanne; Henry, David R 

Subject: RE; Wamu NTM Gap Analysis 


Ed- 


Sounds like a plan. 

Apropos risk monitoring, there is a piece that I'm waiting on ... there's a lot of overlap, though people don't always 
recognize it. So I've asked for information about account management/collection/workouts. 


Permancnl Subcommittee on Invesligacions l 
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Then there is the issue of third party originator oversight. Because ! had already asked for information about this 
in connection my fair lending review, I will be receiving nnaterials (actually, they were supposed to be here by 10 
am) this week. If I need further information - or a meeting - on this subject. I'll go from there. (Fair lending is 
actually a pretty good lever on this issue, as the question of whether the broker is an “independent agent" is 
irrelevant under the ECOA - the lender is accountable (so is the broker, but that's for a different agency or lawsuit 
to deal with.) 

There are various changes on the underwriting side that lenders are sort of holding their colledive breaths on - 
partly to see who goes first, but also because they vwll involve system changes that will take, from what I gather 
(and depending on the timing of "change schedules'^, about sot months to accomplish. 

Have you talked with Dave Henry about any of this? There's a certain coordination and sequence to this process 
that Darrel and Mike have asked us to follow. 

Mariana 


•—Original Message — 

From: Cc^, Edward C 

Sent; -mursday, April 12, 2007 10:11 AM 

To: Rexroth, Mariana 

Subject: RE: W^u NTM Gap Analysis 


Thanks Mariana, 

Bob Archibald 8 Ben Franklin wanted me to write a memo reviewing Wamu's NTM Gap Analysis to see 
where they are confomting and where they still need work. I'll just leave out any evaluation or comment about the 
compliance stuff... Consumer protection and Reg Z , and let you address that. Have you looked at Wamu's NTM 
gap Analysis from an Underwriting or Risk Assessment/Monitoring perspective at all? I'm working on that at the 
moment but need more info from Wamu regarding portfolio concentration and risk layering limits. I guess I may 
need to wait on this info as well. Anyways, it's only been a few months since the guidance came out so they may 
need more time to make the necessary adjustments. Thanks for the response and matrix. Have a good weekend! 

Ed 


— Original Message— 

From: Rexroth, Mariana 

Sent: Thursday, AprH 12, 200 7 9:46 AM 

To: Cole, Edward C 

Cc: Clarl^ Mary Su:anne; Gregovich, Steven M 
Subject: FW: Wamu NTM Gap /^lysis 


Ed- 


First, I will be doing whatever exam coverage there is of the NTM guidance at WAMU. It was not part of the 
original scope of the current compliance exam, and as you correctly surmised, any transactions reviewed would 
be prior to the exam date. 

Second, I will be picking this piece up because I am largely there as a result of reviewing the daft guidance, 
providing comments, meeting with all of the large NTM lenders re their gap analysis, etc. So, this is something I 
volunteered to do to include something on the subject in the scope of the exam. 

White I am certainly glad to do this - that's why I offered in the first place - 1 do need to devote the bulk of my 
attention at this moment to the institution's fair tending program and the HMDA outlier review. So, I would 
characterize any comments I could make at this point as very preliminary. 

I have met with them about the NTM guidance gap analysis. There is some information that they didn't cover in 
that discussion that I am still awaiting. Also, I donT have the current disclosures/documents - 1 believe that they 
have been sending them to Steve and even so. those are old and don't reflect any of the changes that they have 
made or are working on. 
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The gist of this is - you'll need to wait till the end of the month (or more information than the gap analysis matrix 
that they presented when I met with them (attached). 

« File: Appendix C - Detailed Gap Analysis of NTM Guidance - Consumer Protection (3).doc » 

I hope this helps - if not, you can call me at 510-525-7203. 

Mariana 

— Ori^nal Message — 

From: Oart, Mary Suzanne 

Sent: Thursday, April 12, 2007 7:03 AM 

To: Renx:^, Mariana 

Subjed:: FW; Warm: NTM Gap Analysts 


Mariana, 

If you are in Daly City today, could you update Ed on this issue? Let me know how the discussion goes. 
Susie 

(206) 490-4744 


Oiiginai Message—- 

From: Edward C 

Sent; Wednesday, April 11, 2007 4:07 PM 

To; Oark, Mary Suzanne 

Subject: Wamu NTM Gap ^aiysis 

HI Suzanne, 

!'m down in Daly City reviewing Wamu's Nontrad^ional Mortgage Guidance Gap Analysis and ( wanted to 
check-in wth you and see if. during the course of the current exam, you have looked at loans from the stand point 
of wtiether they have been following the NTM Interagency guidance from October 2006. I’m guessing that any 
loans sampled during the exam were probably originated before October 2006, and that NTM guidance may not 
have come into play for this exam. However, if you have seen, heard, or have otherwise been made awam of any 
major discrepancies regarding the Consumer Protection disclosures regarding NTMs I would be interested in that 
info. Within the Jan. 2007 Wamu NTM Gap Analysis they outline proposed actions that would help bring them into 
conformity with the guidance; I'm trying to evaluate whether their proposed actions are sufficient or if they have 
left anything out. If you have any related information to share, please fee! free to e-mail me when you can. 
Thanks! 

Ed Cole 
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From: Shelley Hymes <shelley@angelemerprisesdc com> 

Sent: Thursday, May 3, 2007 7:56 AM 

To: Reich, John M <John.Reich@ots.treas.gov> 

Subject: RE: Lunch Friday 


Can’t ..21? 

Not sure about 24/25 - are you around? 

Shelley S. Hymes 
President 
Angel Enterprises 
Ph) 202-364-3438 
F) 202-364-3319 


From: Reich, John M [mailto:3ohn.Reich@ots.treas.gov] 
Sent: Wednesday, May 02, 2007 8:07 PM 
To; shelley@ange!enterprisesdc.com 
Subject: Re: lunch Friday 


Could we do Wed., May 23rd? 


Sent using BlackBeiry 


- — Oiiguta! Message — - 

From: MIey@angelenierprisesdc.com <sheIley@angelentertwisesdc.com> 

To: Reich, John M 

Sent: Wed May 02 20:01 ; 16 2007 

Subject; Re: Lunch Friday 

Hi John. It was so good to see you last night! What a great party! I totally understand re lunch. Could we do following 
weelc of 21? I am gone next week and booked the following. O^ot wait for my Jr time! 

Sent via BlackBeiry from Cingular Wireless 

Original Message-- — 

From: "Reich, John M" <John.Reich@o(s-treas.gov> 

Date: Wed, 2 May 2007 18:42:25 
To;<sheUey@angeienterprisesdc.com> 

Sid>Jecl: Lunch Friday 

Shelley, 

Flew to Phoenix today, back home Thursday. Something has come up which causes me to need to reschedule our Friday 
lunch. Kerry Killinger, the CEO of Washington Mutual (WaMu) will be in town Friday and wants to have a lunch meeting. 
He’s my largest constituent assetwise. Is there any way you could do lunch the following Monday, May 7th? Otherwise my 
next opportunity would be Friday , May 1 8th, I'm scwry 

John 

Sent using BlackBeiry 
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From: Dochow, Darrel W <darrel,docbow@ots.treas.gov> 

Sent: Wednesday, May 16, 2007 1;01 PM 

To: Franklin, Benjamin D <franklmbd@office of thrift supervision. com> 

Subject: RE: NINA Loans 


Ben; 

That is OK, but I am being told that Bill's views may not necessarily represent OTS policy in these matters. I 
value Bill's input, but we should be careful about relaying his views to others as being OTS policy, absent 
collaborating written guidance. The views expressed below are somewhat inconsistent with NTM guidance and 
industry practice. I also understand that Grovetta promised to clarify section 212 of the handbook in several 
areas as a result of the NTM roundtable discussion in Wash DC last month. 

Darrel 


— Ofi^nal Message — 

From: Franidin, Benjatr^n D 
Sent: Wednesday, May 16, 2007 8:19 AM 
To; Dochow, Daird W 
Subject: RE: NINA Loans 

Darrel, 

1 was just thinking of asking him to clarify OTS' position from a policy standpoint (if that is currently his role) in a 
few areas. We are getting the additional details you indicate below. 

Ben 


— -Original Message— 

From: Dodtow, Oarrei W 
Sant: Wednesday, May 16, 2007 8:07 AM 
To: B-anMin, Benjamin 0 
Subject: RE: NINA Loans 

Ben; 

Thank Bill for the comments if you feel that you owe Bill a response. I am now updating Lori Quigley and Brian 
Messett regularly on WAMU and there is no need to duplicate with Bill Magrini as far as I know. I do want to 
know, however, how WAMU is complying with the handbook and NTM guidance if they are in fact doing nina 
loans - e.g. how do they do this loan, what are the risk mitigates, how do they demonstrate ability to repay, etc. 

Darrel 


— Original Message— 

Frmn: FrankJin, Benjamin D 
Sent; Tuesday, May 15, 2007 9:19 AM 
To: Dochow, Darrel W 
Subject: NINA Loans 

Darrel, 
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After WaMu's non-traditional survey was reviewed in DC. I got the following note from Magrini: 

" I note that WAMU makes a significant amount of No-doc loans, OTS policy states that no-doc loans are unsafe 
and unsound. I assume they mean no doc regarding NINA or no income-no asset loans. 

Wrthout even asking for income or assels/liabiiities, the loans are collateral-dependent. This is imprudent, and 
such loans do not get the advantage of the 50% risk weighting per OTS Examination Handbook Section 21 2. 
Moreover, the interagency NTM Guidance states specifically that collateral dependent loans are unsafe and 
unsound. Following are excerpts from that guidance: 

Collateral-Dependent Loans - Institutions should avoid the use of loan terms and underwriting practices 
that may heighten the need for a borrower to rely on the sale or refinancing of the property once 
amortization begins. Loans to individuals who do not demonstrate the capacity to repay, as structured, 
from sources other than the collateral pledged are generally considered unsafe and unsound. 
Institutions that originate collateral-dependent mortgage loans may be subject to criticism, corrective 
action, and higher capital requirements. 

Does WAMU have any plans to amend its policies per no doc loans?" 

I have checked for this in the past and found that they didnl do true NINAS (no Income or assets collected or 
verified) and the current team also indicated that they still don't do any. I replied as such to Magrini; however, at 
a recent meeting, I double checked on this and found out that the Bank begin doing NINA'S in 2006 through their 
conduit program. As such, all these loans are held for sale. They currently have approximately $90.0 million in 
the HFS portfolio. Originations for 2006 approximated $600.0 million as does YTD 2007 originations. 

I Just want to clarify with Magrini that we ban HFS NINA'S the same as we do for portfolio, but wanted to 
make sure you were aware of this issue first. I think we do but I seem to remember that in the past we 
may have allowed these on a HFS basis but placed a strict limit on how long these could remain in the 
HFS portfolio. 

Let me know your thoughts. 

Ben 
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From: Franklin, Benjamin D 

Sent: Wednesday, May 16, 2007 12:28 PM 

To: Reiley, Mark E <reileyme@of{ice of thrift supervision.com>; Archibald, Robert D 

<archibaldrd@office of thrift supervision.com> 

Subject: RE: NINA Loans 


I didn't intend to send a memo until I got a blessing from Darrel or DC on what our official policy is on this. I just 
spoke to Steve Gregovich about this, and apparently there is more controversy around this issue than I was 
aware of. Since I addressed this issue at Indymac several years ago (where we allowed them to do NINA'S if they 
limited the time in warehouse to 60 days under the assumf^on that FICO was an indicator of ability to repay (with 
Magrini's blessing)), West Region guidance on this has apparently changed. Steve indicated that many of our 
larger institutions now do NINAs (including Countrywide), and he indicated that the warehouse restriction that we 
put on Indy was probably a temporary supervisory decision. Apparently Bill Magrini is the lone ranger in his view 
that NINA'S are imprudent. West region position seems to be that FICO, appraisal, and other documentation such 
as application etc. is sufficient to assess the borrower's ability to repay in all but subprime loans. While I probably 
fall more into the Magrini camp (until we get empirical data to support NINAs are not imprudent) we will just 
document our findings in WPs until the '"official" policy on this has been worked out. 

Ben 


— Original Message-- 
From: Reiley, Mark E 
Sent: Wednesday, May 1&, 2007 0:31 AM 
To! Archibald, Robert D 
Ce: Franklin, Benjamin D 
Subject: NINA Loans 


Bob, 

The Handbook guidance Section 212 states that no-doc loans (NINAs) are unsafe and unsound loans (Pg. 

212.7) . Furthermore, even if the no-doc (NINA) loans are originated and held for sale the guidance indicates (pg, 

212.8) the association must use prudent underwriting and documentation standards and we have already 
concluded they are unsafe and unsound. Even if the institution holds the loans for a short period of time. I 
checked with Tracy gong and she indicated this is a hot topic in DC and we are getting a significant amount of 
push back from the industry. Even Bill Magrine and Fred Phiilips-Patrick are at odds with how to proceed. I also 
asked her about how we handled other institutions with NINA loans. She wasnt sure but thought Downey had 
some. I call Kuzcak and he said Downey doesn't originate NINAs anymore. Tracy indicated what ever we ask 
them to do should be run by the higher ups. At this point I doni think a memo is the best avenue, I think we need 
to request in writing that WAMU respond to us on how the NINA'S comply with the handbook guidance? 

Let me know, 

Mark 
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UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 

WASHINGTON, O-C. 20549 

Divisicm of Enftwcwnenl June 24, 2008 

George Curtis 
Deputy Director 
(202) 55!-4740 
(202) 772-9279 (6x) 



Susan Chomicz, Esq, 

Deputy Chief Counsel 
Office of Thrift Supervision 
1 700 G Street, NW 
Washington, DC 20552 

Re: In the Matter of Washington Mutual, Inc. SF-3255 

Dear Ms, Chomicz; 

As you are avwe, the Securities and Exchange Commission is investigating Washington 
Mutual, Inc. In its offering documents for certain mortgage-backed securities and required 
periodic filings with the SEC, Washington Mutual claimed that all of its ^praisals were 
conducted in compliance with regulations promulgated by the Office of Thrift Supervision. As 
the federal agency responsible for investigating violations of the federal securities laws, the SEC 
is investigating whether these claims by Washington Mutual to the investing public were false 
and misleading. 

The SEC has authority to conduct “investigations as it deems necessary to determine 
whether any person has violated, is violating, or is about to violate any provision” of the 
Exchange Act of 1934 (“Exchange Act”) [15 U.S.C. §§ 78a et seq.] and the rules and 
regulations thereunder. Section 21(a) of the Exchange Act (15 U.S.C. § 78u(a)]. Thestaffhas 
sought documents from Washington Mutual and other entities as part of its investigation and has 
sought to speak with relevant witnesses. 

Recently, the SEC staff was advised by Washington Mutual’s counsel. Josh Levine, that 
the OTS instructed Washington Mutual not to provide documents to the Commission relating to 
the OTS’s review of Washington Mutual’s appraisal processes or any communications between 
the OTS and Washington Mutual. 

With respect to the OTS’s instruction to Washington Mutual to withhold documents 
responsive to the SEC’s document request, we understand that Mr. Levine was instructed by 
OTS Regional Counsel Jim Hendrickwn to refer the SEC to 12 C.F.R. § 510.5, entitled 
“Release of unpublished OTS information.” That regulation, however, explicitly states that it 
applies to “requests by the public,” and does not apply to “[r]equests for iiffbrmation by other 
government agencies.” 12 C.F.R. § 510.5(aXl), (a)(3Xji). 
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2 

Since the documents we are seeking could be directly relevant to our potential case, we 
request your reconsideration of the referenced instructions. In that same regard, i would like to 
meet with you to discuss this and other issues that have arisen in the course of the SEC’s 
investigation. 


Please contact me at 202-551-4740 to discuss a mutually convenient time to meet. 


Very truly yours, 



OTSWMEN-0000013492 
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From: 

Sent: 

To; 

Subject; 


Bums, Robert L. 

Thursday. April 03. 2008 09:28 AM 
Eagar, Leo J.; Funaro, Stejrfjen P. 

RE; Findings from Review of WAMU Base! I! models (HELOC and credit cards) 


John and Steve, 

Chris Gruin is heading up some work on mortgage loss modeling at large banks and working with Steve 
Burton in DIR (their research side, not their publication side). Would you mind if I forwarded this 
to them? 

It is a project that Sandra Thompson asked for - we have shared some mtge loss forecasting work from 
WB, E-Trade and BofA already and I am sure they would love to see some work being done by the banks 
out west as well, 
robert 


From: Eagar, Leo J. 

Sent: Tuesday, April 01, 2008 flilS PM 

To; Hcyer, Brent D.; Hirsch, Pete D.; Funaro, Stephen P.; Fitzgerald, Tracy E.; Burns, Robert L. 
Subject; Findings from Review of WAMU Basel II models (HELOC and credit cards) 

I spent the past several weeks participating in a qualification review of Basel ll models for credit 
cards and HELOCs at Washington Mutual. Findings memos are attached for your review, if you are 
interested. OTS had a team of 5 examiners working on this review and I worked closely with them 
throughout. These were the first in-depth Basel II reviews conducted at this institution; OTS will 
be starting a review of SFR models at the end of April and will progress through other IRB models 
(such as commercial loans, op risk. Pillar 2, etc) over the next several months. The OTS wanted my 
help for the next review, but I've got other commitments including UBS. 

In my opinion, OTS (field personnel plus DC quants) conducted a thorough review of the models and 
developed appropriate recommendations which management will be required to address. It’s too early 
to know if upper level OTS management might succumb to pressure from the bank and back off on 
recommendations if management pushes back (although no indication yet that W.i^MU intends to 
complain) . At the exit meeting last week Darrel Dochow personally attended and did fully support 
the field examiners. It is clear, however, that OTS at all levels is very aware of the political 
clout of WAMU within their agency. 

I don't think that Washington Mutual has made a final decision with regards to a date for starting 
Che parallel run. Originally they were planning to begin as soon as possible, but they told us that 
they will postpone (to an undetermined date) due to market conditions and other considerations. 

Also, we also heard that WAMU does not want to be the first to adopt. Finally, I don't think the 
OTS will complete their review of the entire Basel II system until ^th quarter 200B, and there will 
be recommendations from the reviews that management will need to address before the models can be 
qualified, so it looks like the earliest date to start the parallel run would be the beginning of 
2009. 

The document titled "WAMU Summary of Findings" is a high level overview of findings. Bottom line; 
the credit card models need some enhancements but could probably be qualified .in a timely manner 
(book balance of S9.8 billion on 12-31-2007 or about 3% of total assets, with managed receivables of 
$27.2 billion). In contrast, the HELOC models have significant deficiencies and will require 
considerable efforts to correct; we are particularly concerned about the lack of downturn in the 
data for both PD and LGD quantification and it is not clear that parameters fully reflect the risk 
in this portfolio (book balance $49.4 billion on 12-31-2007, which is about 15% of total assets). 

<< File: WAMU Summary of Findings IRB Review March 2008.doc >> 

The other documents are detailed findings memos, probably of interest only if you have insomnia or 
want detail about specific quantification methods, risk drivers, etc. Would be helpful perhaps for 
someone who is reviewing Basel II retail models at other banks, because these documents might 
provide perspective on industry practice and provide benchmarking. Feel free to distribute these 
documents as appropriate. 

« File: WAJ4U Notes on Credit Card IRB. doc » « File: WAMU Notes on HELOC IRB. doc >> « 

File: WAMU Notes on validation.doc » 

I did enjoy the opportunity to participate in this review. There are probably other exam priorities 
right now, but I would welcome the opportunity to participate in additional Basel II retail reviews 
at other institutions if you would like my assistance. Let me know and I'll try to work it into my 
schedule . 

Give me a shout out if you have any questions! 
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Offices of Inspector General 



DATE: April 9, 2010 


MEMORANDUM TO: John E. Bowman, Acting Director 
Office of Thrift Supervision 


FROM: 


Sheila C. Bair, Chainnan 

Federal Deposit Insurance Corporation 



Eric M. lliorson 
Inspector General 
Department of the Treasury 



Jon T. Rymer 
Inspector Genera] 

Federal Deposit Insurance Corporation 


SUBJECT : Evaluation of Federal Regulatory Oversight of Washington Mutual 

Bank riieport No. EVAL-10-002) 

Attached for your information is a copy of an evaluation report that the Offices of Inspector General 
(OIG) recently completed concerning the supervision of Washington Mutual Bank (WaMu). The 
objectives of the evaluation were to (1 ) determine the cause of WaMu's failure, (2) assess the Office 
of Thrift Supervision's (OTS) supervision of WaMu including implementation of Prompt 
Corrective Action, (3) evaluate the Federal Deposit Insurance Corporation's (FDIC) supervision and 
monitoring of WaMu as deposit insurer, and (4) assess the FDlC's resolution process for WaMu. 
The fourth objective will be addressed in a later report after ongoing litigation is completed. 

We made three recommendations in the report - one for OTS and two for the FDIC. OTS concurred 
with our recommendation and has completed action to address the recommendation. FDIC also 
agreed with our recommendations and proposed actions to be completed by December 31,2010. 
FDIC's proposed actions are responsive to our recommendations. 

This report will be publicly available on April 16, 2010 and may not be released prior to that 
date. Please be advised that recipients of this report must not. under any circumstances, show or 
release its contents until .April 16, 2010, The report must be safeguarded to prevent publication or 
other improper disclosure of the information contained herein. This report is not releasable outside 
the OTS and the FDIC without the approvalof the Inspector General, 

If you have questions concerning the report or would like to schedule a meeting to further discuss 
our evaluation results, please contact Marla Freedman. Treasury OIG, at (202) 927-5400, or 
Marshall Gentry, FDIC OIG. at (703) 562-6378. Thank you for your assistance with this evaluation. 

Attachment 

cc; Randy Thomas, OTS Christopher Drown, FDIC DSC 

Jason Cave, FDIC Arlinda Sothoron, FDIC DIR 
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Abbreviations 


AML 

Anti-money Laundering 

BSA 

Bank Secrecy Act 

CEO 

Chief Executive Officer 

DIF 

Deposit Insurance Fund 

DIR 

Division of Insurance and Research 

DSC 

FDIC Division of Supervision and Consumer Protection 

ERICS 

Enterprise Risk Issue Control System 

ERM 

Enterprise Risk Management 

FDIC 

Federal Deposit Insurance Corporation 

LBMC 

Long Beach Mortgage Company 

LIDI 

Large Insured Depository Institution 

LTV 

Loan to value 

MLR 

Material loss review 

MOU 

Memorandum of Understanding 

MRBA 

Matters requiring board attention 

MSA 

Mortgage servicing asset 

OIG 

Office of Inspector General 

Option ARMS 

Payment option adjustable rate mortgages 

OTS 

Office of Thrift Supervision 

PCA 

Prompt Corrective Action 

PMI 

Private Mortgage Insurance 

ROE 

Report of examination 

SFR 

Single family residential 

WaMu 

Washington Mutual Bank 
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Evaluation 

Report 


Department of the Treasury 
Federal Deposit Insurance Corporation 


April 9, 2010 

John E, Bowman, Acting Director 
Office of Thrift Supervision 

Sheila C. Bair, Chairman 

Federal Deposit Insurance Corporation 


This report presents the results of our review of the failure of 
Washington Mutual Bank (WaMu), Seattle, Washington; the Office of 
Thrift Supervision’s (OTS) supervision of the institution; and the 
Federal Deposit Insurance Corporation's (FDIC) monitoring of WaMu 
for insurance assessment purposes. OTS was the primary federal 
regulator for WaMu and was statutorily responsible for conducting full- 
scope examinations to assess WaMu's safety and soundness and 
compliance with consumer protection laws and regulations, FDIC was 
the deposit insurer for WaMu and was responsible for monitoring and 
assessing WaMu’s risk to the Deposit Insurance Fund (DIF). On 
September 25, 2008, FDIC facilitated the sale of WaMu to JPMorgan 
Chase & Co in a closed bank transaction that resulted in no loss to 
the DIF. 

Section 38(k) of the Federal Deposit Insurance Act requires the 
cognizant Inspector General to conduct a material loss review (MLR) 
of the causes of the failure and primary federal regulatory supervision 
when the failure causes a loss of $25 million to the DIF or 2 percent of 
an institution’s total assets at the time the FDIC was appointed 
receiver. Because the FDIC facilitated a sale of WaMu to JPMorgan 
Chase & Co without incurring a material loss to the DIF, an MLR is not 
statutorily required. However, given WaMu’s size, the circumstances 
leading up to WaMu's sale, and non-DIF losses, such as the loss of 
shareholder value, the Inspectors General of the Department of the 
Treasury and FDIC believed that an evaluation of OTS and FDIC 
actions could provide important information and observations as the 
Administration and the Congress consider regulatory reform. 
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Our objectives were to (1 ) identify the causes of WaMu’s failure; (2) 
evaluate OTS’s supervision of WaMu, including implementation of the 
Prompt Corrective Action (PCA) provisions of Section 38(k), if 
required; (3) evaluate FDIC's monitoring of WaMu in its role as 
deposit insurer, including the manner and extent to which FDIC and 
OTS coordinated oversight of the institution; and (4) assess FDIC's 
resolution process for WaMu to determine whether that process 
complied with applicable laws, regulations, policies, and procedures. 
This report covers objectives 1, 2, and 3 above. We intend to report 
on objective 4, the assessment of the resolution process, at a later 
date. 

We are presenting our findings in three sections. Section I describes 
the causes of WaMu’s failure, Section II details the supervision of 
WaMu by OTS, and Section III describes FDIC’s monitoring of risk at 
WaMu and FDIC’s assessments for WaMu’s deposit insurance 
premiums. 

We conducted our fieldwork from March 2009 through November 
2009 at OTS headquarters in Washington, DC, and regional office in 
Daly City, California, and FDIC headquarters in Washington, DC, 
regional office in San Francisco, California, and a field office in 
Seattle, Washington, We reviewed supervisory files and interviewed 
key officials involved in regulatory, supervisory, enforcement, and 
deposit insurance matters. We performed our evaluation in 
accordance with the Quality Standards for Inspections. Appendix 1 
contains a more detailed description of our review objectives, scope, 
and methodology. 

We have also included several other appendices to this report. 
Appendix 2 contains background information on WaMu. Appendix 3 
describes OTS's thrift supervision processes and FDIC's monitoring 
and insurance assessment processes. Appendix 4 is a glossary of 
terms used in this report. Appendix 5 shows OTS’s examinations of 
WaMu and enforcement actions taken from 2003 through 2008. 


Results in Brief 

Causes of WaNIu’s Failure. WaMu failed primarily because of 
management’s pursuit of a high-risk lending strategy that included 
liberal underwriting standards and inadequate risk controls. WaMu’s 
high-risk strategy, combined with the housing and mortgage market 
collapse in mid-2007, left WaMu with loan losses, borrowing capacity 
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limitations, and a falling stock price. In September 2008, depositors 
withdrew significant funds after high-profile failures of other financial 
institutions and rumors of WaMu's problems. WaMu was unable to 
raise capital to keep pace with depositor withdrawals, prompting OTS 
to close the institution on September 25, 2008. 

OTS Supervision. As the primary federal regulator, OTS was 
responsible for conducting full-scope examinations to assess WaMu's 
safety and soundness and compliance with consumer protection laws. 
OTS’s examinations of WaMu identified concerns with WaMu’s high- 
risk lending strategy, including repeat findings concerning WaMu’s 
single family loan underwriting, management weaknesses, and 
inadequate internal controls. However, OTS's supervision did not 
adequately ensure that WaMu corrected those problems early enough 
to prevent a failure of the institution. Furthermore, OTS largely relied 
on a WaMu system to track the thrift’s progress in implementing 
corrective actions on hundreds of OTS examination findings. We 
concluded that had OTS implemented its own independent system for 
tracking findings memoranda and WaMu’s corrective actions, OTS 
could have better assessed WaMu management's efforts to take 
appropriate and timely action. 

OTS repeatedly recommended corrective actions through matters 
requiring board attention (MRBA) and findings memoranda. In March 
2008, OTS took informal enforcement action against WaMu by 
requiring its Board of Directors to pass a Resolution to ensure that 
weaknesses and concerns with earnings, asset quality, liquidity, and 
compliance that led to a composite downgrade to a 3 were promptly 
addressed. However, the Resolution that was passed addressed only 
near-term liquidity concerns. In September 2008, OTS took another 
informal enforcement action when it issued a memorandum of 
understanding (MOU) requiring that WaMu correct all items identified 
in its MRBAs and findings memoranda by specified due dates. By 
then, however, it was too late to prevent the thrift from failing. 

We concluded that OTS should have lowered WaMu's composite 
CAMELS rating sooner and taken stronger enforcement action sooner 
to force WaMu’s management to correct the problems identified by 
OTS, Specifically, given WaMu management’s persistent lack of 
progress in correcting OTS-identified weaknesses, we believe OTS 
should have followed its own policies and taken formal enforcement 
action rather than informal action. 
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The Treasury Office of Inspector General has made a number of 
recommendations to OTS as a result of completed material loss 
reviews of failed thrifts during the current economic crisis. These 
recommendations pertain to taking more timely formal enforcement 
action when circumstances warrant, ensuring that high CAMELS 
ratings are properly supported, reminding examiners of the risks 
associated with rapid growth and high-risk concentrations, ensuring 
thrifts have sound internal risk management systems, ensuring repeat 
conditions are reviewed and corrected, and requiring thrifts to hold 
adequate capital. OTS has taken or plans to take action in response 
to these recommendations. Additionally, OTS established a large 
bank unit to oversee regional supervision of institutions over $10 
billion. We are making one new recommendation. Specifically, OTS 
should use its own internal report of examination system to formally 
track the status of examiner recommendations and related thrift 
corrective actions. OTS concurred with our recommendation and has 
completed action to address it. 

FDIC Monitoring and insurance Assessment. FDIC was the deposit 
insurer for WaMu and was responsible for monitoring and assessing 
WaMu's risk to the DIF. As insurer, FDIC has authority to perform Its 
own examination of WaMu and impose enforcement actions to protect 
the DIF, provided statutory and regulatory procedures are followed. 
FDIC conducted its required monitoring of WaMu from 2003 to 2008. 
As a result of this monitoring, FDIC identified risks with WaMu’s 
lending strategy and internal controls. The risks noted in FDIC 
monitoring reports were not, however, reflected in WaMu's deposit 
insurance premium payments. This discrepancy occurred because the 
deposit insurance regulations rely on OTS examination safety and 
soundness ratings and regulatory capital levels to gauge risk and 
assess related deposit insurance premiums. Since OTS examination 
results were satisfactory, increases in deposit insurance premiums 
were not triggered. Further, because of statutory limitations and 
Congressionally-mandated credits, WaMu paid $51 million of $215.6 
million in deposit insurance assessments during the period 2003 to 
2008. FDIC challenged OTS’s safety and soundness ratings of WaMu 
in 2008. However, OTS was reluctant to lower its rating of WaMu from 
a 3 to a 4 in line with the FDIC's view. OTS and FDIC resolved the 
2008 safety and soundness ratings disagreement 7 days prior to 
WaMu’s failure, when OTS lowered its rating to agree with FDIC’s. 
However, by that time, the rating downgrade had no impact on 
WaMu’s insurance premium assessments and payments. 
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FDIC has enforcement powers to act when a primary regulator, such 
as OTS, does not take action; however, it did not use those powers 
for WaMu in 2008 because of the significant procedural steps 
necessary to invoke such action. Coordination between FDIC and 
OTS was problematic because of the terms of an interagency 
agreement governing information sharing and back-up examination 
authority, and the inherent tension between the roles of the primary 
regulator and the insurer. 

According to the terms of the interagency agreement, FDIC needed to 
request permission from OTS to allow FDIC examiners to review 
information on-site at WaMu in order to better assess WaMu’s risk to 
the DIF. Further, under the terms of the interagency agreement, FDIC 
had to show that a high level of risk existed for the primary regulator 
to grant FDIC access. The logic of the interagency agreement is 
circular - FDIC must show a high level of risk to receive access, but 
FDIC needs access to information to determine an institution's risk to 
the DIF. OTS resisted providing FDIC examiners greater on-site 
access to WaMu information because they did not believe that FDIC 
met the requisite need for that information according to the terms of 
the interagency agreement and believed FDIC could rely on the work 
performed by OTS. Eventually OTS did grant FDIC greater on-site 
access at WaMu but limited FDIC’s review of WaMu’s residential loan 
files. 

We concluded that the interagency agreement did not provide FDIC 
with the access to information that it needed to assess WaMu’s risk to 
the DIF, There is clearly a need to balance FDIC information needs 
and the regulatory burden imposed on a financial institution, but the 
current interagency agreement does not allow FDIC sufficient 
flexibility to obtain information necessary to assess risk in order to 
protect the DIF. Finally, we also concluded that FDIC deposit 
insurance regulations are restrictive in prescribing the information 
used to assign an institution’s insurance category and premium rate. 

We are recommending that the FDIC Chairman, in consultation with 
the FDIC Board of Directors, revisit the interagency agreement 
governing information access and back-up examinations for large 
depository institutions to ensure it provides FDIC with sufficient 
access to the information necessary to assess an institution’s risk to 
the DIF. Although FDIC is taking steps to clarify access to 
systemically important institutions, we believe the interagency 
agreement should be modified for all large depository institutions. We 
note that risky institutions such as IndyMac Bank, F.S.B. (IndyMac), 
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were not considered to be systemically important but nevertheless 
caused significant losses to the DIF (the IndyMac failure consumed 24 
percent of the DIF balance at the time). Further, we recommend that 
the FDIC Chairman, in consultation with the FDIC Board of Directors, 
revisit FDIC deposit insurance regulations to ensure those regulations 
provide FDIC with the flexibility needed to make its own independent 
determination of an institution's risk to the DIF rather than relying too 
heavily on the primary regulator's assignment of CAMELS ratings and 
on the institution's capital levels. Although FDIC is taking steps to look 
at a number of variables that influence an institution’s risk to the DIF, 
we believe that the bank failures of this current economic crisis show 
that more factors are indicative of an institution's risk to the DIF than 
those currently taken into consideration. FDIC agreed with our 
recommendations and proposed actions to be completed by 
December 31 , 2010. FDIC's proposed actions are responsive to our 
recommendations. Both FDIC recommendations will remain open 
until FDIC OIG determine that the agreed-upon corrective actions 
have been implemented. 


Evaluation of Federal Regulatory Oversight of Washington Mutual Bank Page 6 


VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 


PO 00000 


Frm 00509 Fmt6601 


Sfmt 6601 


P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


496 


VerDate Nov 24 2008 


SECTION I 

Causes of WaMu’s Failure 
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Causes of WaMu’s Failure 

WaMu failed because of its management’s pursuit of a high-risk 
lending strategy coupled with iiberal underwriting standards and 
inadequate risk controls. Ultimately, WaMu’s high-risk strategy broke 
down when the housing and mortgage market collapsed in mid-2007, 
leaving WaMu with loan losses, borrowing capacity limitations, and a 
significantly depressed stock price. In September 2008, WaMu was 
unable to raise capital to counter significant depositor withdrawals 
sparked by rumors of WaMu’s problems and other high-profile failures 
during that time. 

WaMu Pursued a High-Risk Lending Strategy 


In 2005, WaMu management made a decision to shift its business 
strategy away from originating traditional fixed-rate and conforming 
single family residential loans, towards riskier nontraditional loan 
products and subprime loans. ^ WaMu pursued the new strategy in 
anticipation of increased earnings and to compete with Countrywide 
Financial Corporation, which, in 2005, WaMu’s CEO saw as “arguably 
the strongest competitor at this time because of system stability. 


strong profitability, excellent risk management and aggressive growth 
plans. 


As shown in Table 1, WaMu estimated in 2006 that its internal profit 
margin from subprime loans could be more than 10 times the amount 
for a government-backed loan product and more than 7 times the 
amount for a fixed-rate loan product. 


' WaMu defined borrowers with a score of less than 620 on the FICO scale as subprime, 

^ June 1 , 2004 memorandum from WaMu's CEO to the WaMu Board of Directors. Bank of America 
purchased Countrywide Financial Corporation in January 2008 for approximately $4.1 billion in stock. 
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Table 1: WaMu’s Estimated Gain on Sale Margin by Prod uct Type 


Loan Product Type 

Return 

(in Basis Points) 

Subprime 

150 

Home Equity 

113 

Payment Option Adjustable Rate Mortgage 
(Option ARM) 

109 

Alt-A 

40 

Hybrid/ARM 

25 

Fixed-rate 

19 

Government-backed 

13 


Source; April 18, 2006 WaMu Board of Directors Presentation 


High-Risk Loan Concentrations 

Option ARMS represented as much as half of all loan originations from 
2003 to 2007 and approximately $59 billion, or 47 percent, of the 
home loans on WaMu’s balance sheet at the end of 2007. WaMu’s 
Option ARMS provided borrowers with the choice to pay their monthly 
mortgages in amounts equal to monthly principal and interest, 
interest-only, or a minimum monthly payment. Borrowers selected the 
minimum monthly payment option for 56 percent of the Option ARM 
portfolio in 2005. 

The minimum monthly payment was based on an introductory rate, 
also known as a teaser rate, which was significantly below the market 
interest rate and was usually in place for only 1 month. After the 
introductory rate expired, the minimum monthly payment feature 
introduced two significant risks to WaMu’s portfolio; payment shock® 
and negative amortization."' WaMu projected that, on average, 
payment shock increased monthly mortgage amounts by 60 percent. 
At the end of 2007, 84 percent of the total value of Option ARMs on 
WaMu’s financial statements was negatively amortizing. WaMu's 
December 31, 2007, financial statements included $1.42 billion (7 


’ Payment shock occurred 5 years after the loan was originated (or sooner if negative amortization increased 
the loan balance by more than 1 10 percent of the original loan amount) because the minimum monthly 
payment was recomputed using a market interest rate, the larger principal balance, and the remaining term 
of the loan. 

* Negative amortization occurs when the minimum monthly payments made after the expiration of the teaser 
rate are insufficient to pay monthly interest cost. Any unpaid interest is added to the principal loan balance 
thereby increasing the original loan amount. 
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percent of interest income) in interest income due to capitalized 
interest® on Option ARMs.® 

In addition to Option ARMs, WaMu’s new strategy included 
underwriting subprime loans, home equity loans, and home equity 
lines of credit to high-risk borrowers. In line with that strategy, WaMu 
purchased and originated subprime loans, which represented 
approximately $16 billion, or 13 percent, of WaMu’s 2007 home loan 
portfolio. Home equity products totaled $63.5 billion, or 27 percent, of 
WaMu's loans secured by real estate in 2007 - a 130 percent 
increase from 2003. 

Systemic Underwriting Weaknesses 

WaMu underwriting policies and practices made what were already 
inherently high-risk products even riskier. For example, WaMu 
originated a significant number of loans as “stated income” loans. 
Stated income loans, sometimes referred to as “low-doc” loans, allow 
borrowers to simply write in their income on the loan application 
without providing any supporting documentation. Approximately 90 
percent of all of WaMu’s home equity loans, 73 percent of Option 
ARMS, and 50 percent of subprime loans were “stated income” loans. 

WaMu also originated loans with high loan-to-value ratios. 

Specifically, WaMu held a significant percentage of loans where the 
loan amount exceeded 80 percent of the underlying property. For 
example, WaMu’s 2007 financial statements showed that 44 percent 
of subprime loans, 35 percent of home equity loans, ^ and 6 percent of 
Option ARMS were originated for total loan amounts in excess of 80 
percent of the value of the underlying property. Further, WaMu did not 
require borrowers to purchase private mortgage insurance (PMI). PMI 
protects lenders against the loss on default when the loan amount 
exceeds 80 percent of the home’s value. 


’ According to Financial Accounting Standards Board Statement of Financial Accounting Concepts No. 5, 
Recognition and Measurement in Financial Statements of Business Enterprises, the capitalized interest on 
Option ARMS from negative amortization is recognized as earned interest income if there is a reasonable 
expectation of collection. 

® WaMu included $1 .07 billion of capitalized interest in earnings in its December 31 , 2006 financial 
statements. 

^ Home equity loan-to-value ratio measures the ratio of the original loan amount of the first lien product 
{typically a first lien mortgage) and the original loan amount of the home equity loan or line of credit to the 
appraised value of the underlying collateral at origination. 
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WaMu's review of appraisals establishing the value of single family 
homes did not always follow standard residential appraisal methods 
because WaMu allowed a homeowner's estimate of the value of the 
home to be included on the form sent from WaMu to third-party 
appraisers, thereby biasing the appraiser’s evaluation.® 

Finally, WaMu did not provide adequate oversight of third-party 
brokers who were compensated for originating most of WaMu’s 
mortgages but were not WaMu employees. In 2007, WaMu had only 
14 WaMu employees overseeing more than 34,000 third-party 
brokers. Although WaMu used scorecards to evaluate its third-party 
brokers, the scorecards did not measure the rate of significant 
underwriting and documentation deficiencies attributable to individual 
brokers. In 2007, WaMu identified fraud losses attributable to third- 
party brokers of $51 million for subprime loans and $27 million for 
prime loans. These matters are under further review by law 
enforcement agencies. 

Concentrations of Loans in California and Florida 


Consistent with its initial business strategy, WaMu made most of its 
residential loans to borrowers in California and Florida, states that 
suffered above-average home value depreciation. Additionally, within 
California, WaMu’s underwriting standards allowed for up to 25 
percent of loans to be concentrated in one metropolitan statistical 
area, Table 2 presents information about WaMu's single family 
residential loan concentrations. 


Table 2: WaMu Loan Single Family Residential Loan 
Concentrations 



Option ARMS 

Subprime 

Home Eauitv 

California 

49% 

25% 

53% 

Florida 

13% 

10% 

9%' 


Source: Washington Mutual Inc. 10-k, December 31, 2007. 


WaMu Did Not Have Adequate Controls in Place to Manage Its 
High-Risk Strategy 

As shown in Table 3, WaMu grew rapidly from a regional to a national 
mortgage lender through acquisitions and mergers with affiliate 
companies. 


* The Uniform Standards of Professional Appraisal Practice Rule T2(b) notes that appraisers must not allow 
the intended use of an assignment or a client’s objectives to cause the assignment results to be biased. 
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Table 3: WaMu Acquisitions and Mergers from 1991 to 2006 


Dates 

Acquisitions 

Total Assets (Billions) 

1991-2002 

Acquired nine institutions 

$137.16 

1/1/2005 

Merged \witti affiliate Washington Mutual 
Bank Seattie 

$28.77 

10/1/2005 

Acquired Providian National Bank 

$13.10 

3/1/2006 

Merged with affiliate Long Beach 

Mortgage Company 

$13.11 

10/1/2006 

Acquired Commercial Capital Bank, FSB 

$5.67 


Source: FDIC Website BankFind Institution History 


WaMu did not fully integrate and consolidate the information 
technology systems, risk controls, and policies from the companies it 
acquired into a single enterprise-wide risk management (ERM) system 
prior to embarking on its new, high-risk strategy. For example, WaMu 
had a number of different independent loan origination platforms and 
had to manually tie numbers from these systems together in order to 
look at WaMu-wide loan statistics. In its examinations from 2004 to 
2008, OTS noted that WaMu did not have effective controls in place to 
ensure proper risk management. Risk management was especially 
important in the case of WaMu because of its high-risk lending 
strategy, significant and frequent management changes, corporate 
reorganizations, and significant growth. Further, when OTS pointed 
out weaknesses in WaMu's internal controls, WaMu management did 
not always take action to resolve those weaknesses. 

WaMu Suffered Significant Liquidity Stress In 2008 

After the mortgage market meltdown in mid-2007, the effects of 
WaMu’s risky products and liberal underwriting began to materialize. 

In the third quarter of 2007, WaMu was still profitable, but earnings 
were 73 percent less than the second quarter because of loan losses. 
In the fourth quarter of 2007 and the first quarter of 2008, WaMu 
suffered consecutive $1 billion quarterly losses because of loan 
charge-offs and reserves for future loan losses. WaMu improved its 
liquidity position in April 2008 through a $7 billion investment in 
WaMu’s holding company made by a consortium led by the Texas 
Pacific Group. Of the $7 billion investment, WaMu's holding company 
downstreamed $3 billion to WaMu in April 2008 and another $2 billion 
to WaMu in July 2008. WaMu's holding company used $1.4 billion of 
the capital raised to pay down holding company debt in June 2008 as 
WaMu went on to suffer a $3.2 billion loss in the second quarter of 
2008, and WaMu’s share price decreased by 55 percent. OTS officials 
told us that WaMu’s stock price was also reduced by the volume of 
short selling during 2008. At the same time, the press was reporting 
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that federal regulators were taking enforcement action against the 
institution.® 

With the failure of IndyMac in July 2008, WaMu’s liquidity was further 
stressed as WaMu encountered significant deposit withdrawals. The 
Federal Home Loan Bank of San Francisco also began to limit 
WaMu’s borrowing capacity. As a result, WaMu began offering 
deposit rates in excess of competitors in order to bring in deposits to 
improve liquidity. Shortly thereafter, Lehman Brothers collapsed on 
September 1 5, 2008, and within the following 8 days, WaMu incurred 
net deposit outflow of $16.7 billion, creating a second liquidity crisis. 
WaMu’s ability to raise funds to improve its liquidity position was 
hindered by its borrowing capacity limits, share price decline, portfolio 
losses, and an anti-dilution clause tied to the $7 billion capital 
investment. On September 25, 2008, OTS closed WaMu and 
appointed FDIC as receiver; FDIC contemporaneously sold WaMu to 
JPMorgan Chase & Co for $1.89 billion,^® 


® OTS was considering informal enforcement action against WaMu at that time, but that information was not 
released to the public. 

Certain liabiiities were not assumed by JPMorgan Chase & Co. 
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SECTION II 


OTS’s Supervision of WaMu 
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OTS’s Supervision of WaMu 

At over $300 billion in total assets, WaMu was OTS’s largest 
regulated institution and represented as much as 15 percent of OTS’s 
total assessment revenue from 2003 to 2008. OTS spent significant 
resources monitoring and examining WaMu. OTS conducted regular 
risk assessments and examinations that rated WaMu's overall 
performance satisfactory until 2008. Those supervisory efforts also 
identified the core weaknesses that eventually led to WaMu’s failure - 
high-risk products, poor underwriting, and weak risk controls. 

While we saw some evidence that OTS followed up on examination 
findings, OTS relied largely on WaMu management to track progress 
in correcting examiner-identified weaknesses and accepted 
assurances from WaMu management and its Board of Directors that 
problems would be resolved. OTS, however, did not adequately 
ensure that WaMu management corrected those weaknesses. The 
first time OTS took safety and soundness enforcement action against 
WaMu was in 2008 after the thrift started to incur significant losses." 
OTS also was not required to take PCA against WaMu at any point 
during its decline. In this regard, despite its significant losses, WaMu 
was considered well-capitalized until its closure. 

OTS Examiners Assigned WaMu Satisfactory Composite Ratings 
Until 2008 Despite Noted Weaknesses 

A principal objective of the CAMELS rating process is to identify those 
associations that pose a risk of failure and merit more than normal 
supervisory attention.’^ The CAMELS composite rating is a qualitative 
assessment based on a careful review of component ratings, which 
evaluate, among other things, capital adequacy in relation to risk 
profile and operations; asset quality relative to credit risk associated 
with the loan and investment portfolios; whether management has 
established appropriate policies, procedures, and practices regarding 
acceptable risk exposures; and the extent of the thrift’s liquid assets. 
Table 4 provides standard definitions of each CAMELS composite 
rating level. 


" OTS did impose enforcement actions in 2007 related to the Bank Secrecy Act and consumer compliance. 
See Table 6. 

“ OTS Examination Handbook, Section 070, page 070.6- 
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Table 4: CAMELS Composite Rating Definitions 

1 

Sound in every respect 

2 

Fundamentally sound 

3 

Exhibits some degree of supervisory concern in one or 
more of the component areas (/.©., capital adequacy, 
asset quality, management, earnings, liquidity, sensitivity 
to market risk) 

4 

Generally exhibits unsafe and unsound practices or 
conditions 

5 

Exhibits extremely unsafe and unsound practices or 
conditions; exhibits a critically deficient performance; 
often contains inadequate risk management practices 
relative to the institution’s size, complexity, and risk 
profile; and is of the greatest supervisory concern 


Source: OTS Examination Handbook, Section 070, pages 070A.3 & .4, 

From 2001 to 2007, OTS consistently rated WaMu a CAMELS 
composite 2. As shown in Table 4, a composite 2 rating reflects the 
agency’s assessment that an institution is fundamentally sound. The 
CAMELS composite criteria for a 2 also states that such institutions 
have only moderate weaknesses that are within the board’s and 
management's capability and willingness to correct, and have 
satisfactory risk management practices relative to the institution’s size, 
complexity, and risk profile. Institutions in this category are stable and 
capable of withstanding business fluctuations. As discussed iater, the 
composite rating is a critical factor in supporting the need for 
enforcement actions and in determining the assessment rate an 
institution should pay for deposit insurance purposes. 

Given the multiple repeat findings related to asset quality and 
management, and considering the definitions of the composite ratings, 
it is difficult to understand how OTS continued to assign WaMu a 
composite 2-rating year after year. It was not until WaMu began 
experiencing losses at the end of 2007 and into 2008 that OTS 
lowered WaMu's CAMELS composite rating to 3 in February 2008, 
and ultimately to 4 in September 2008. 

OTS Dedicated Significant Examination Resources to WaMu 

As discussed earlier, WaMu was OTS’s largest supervised institution, 
representing between 12 to 15 percent of OTS’s total assessment 
revenue from 2003 through 2008.^^ OTS assigned significant 
resources to examine and monitor WaMu, including dedicated staff 


OTS’s operating budget is principally funded by periodic assessments to the thrift industry. The total 
periodic assessments paid by regulated thrifts for 2008 amounted to $267.3 million. 
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and numerous specialists. Table 5 shows the number of OTS staff 
hours spent monitoring and examining WaMu from 2003 to 2008. 

Table 5: Number of OTS WaMu Examination Hours 


Examination Start Date 

WaMu Examination Hours* 

3/17/2003 

17,825 

3/15/2004 

22,838 

3/14/2005 

29,545 

3/13/2006 

30,784 

1/8/2007 

31,521 

9/10/2007 

31,273 


’ Hours are totaled for safety and soundness examinations, information technology 
examinations, and compliance examinations. 

Source: OTS Examination Activity Hours Detail Report. 

In compliance with policy, OTS developed and maintained 
comprehensive risk assessments of WaMu during the 2003 to 2008 
review periods. The risk assessments were used by OTS to determine 
the scope, staffing, and key areas for examinations. OTS conducted 
full-scope annual examinations as required from 2003 to 2006 and 
implemented a continuous supervision program for the 2007 and 2008 
examination. Those examination efforts resulted in Reports of 
Examination (ROE) as well as findings memoranda. 

Table 6 summarizes OTS’s safety and soundness ratings, and 
supervisory actions for WaMu. Appendix 5 provides details of 
significant matters and other examination findings for 2003 to 2008. 


Evaluation of Federal Regulatory Oversight of Washington Mutual Bank Page 17 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00520 Fmt 6601 Stmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


507 


Table 6: OTS Ratings and Supervisory Action for WaWlu 2003-2008 


Date of 

Report 

Transmittal 

Examination 
Start Date 

Examination 

Completion 

Date 

CAMELS 

Ratings 

(component/ 

composite) 

Supervisory Action 

08-22-2003 

03-17-2003 

07-31-2003 

222223/2 

None 

09-13-2004 

03-15-2004 

08-12-2004 

222223/2 

None 

08-29-2005 

03-14-2005 

08-19-2005 

222222/2 

None 

08-29-2006 

03-13-2006 

08-09-2006 

222222/2 

None 

09-18-2007 

01-08-2007 

08-27-2007 

222212/2 

Cease and desist order related to 
deficiencies in Bank Secrecy Act 
and anti-money laundering 
compliance issued on October 17, 
2007. 

09-19-2008 

09-10-2007 

09-08-2008 

Interim ratings 
change effective 
2/27/2008 - 
232432/3 

Rating as of 
6/30/2008 - 
343432/3 

Changed to 
343442/4 
on 9-18-2008 

In February 2008, OTS required a 
Board Resolution (an informal 
enforcement action) to address 
the general areas of concern in 
asset quaiity. earnings, and 
liquidity. WaMu adopted the 

Board Resolution on March 17, 
2008. 

In July 2008, OTS requested a 
Memorandum of Understanding 
(MOU) (an informal enforcement 
action) to address the 2008 
examination findings; the MOU 
was signed September 7. 2008. 

The ratings were changed on 
September 18, 2008. 


Source: OTS ROEs for WaMu and Supervisory Documents. 


In addition to ROEs, OTS issued safety and soundness-related 
findings memoranda to WaMu management during the examination 
cycles.''* These findings memoranda consistently identified issues and 
weaknesses associated with WaMu operations, asset quaiity, and risk 
management. OTS categorized findings within the memoranda into 
three ievels of severity: criticisms - primary concerns requiring 
corrective action, inclusion in the ROE, and a written response from 
management; recommendations - secondary concerns requiring 
corrective action, possible inclusion in the ROE, and discussion at 
examination exit meetings and WaMu Board meetings; and 
observations — weaknesses not of regulatory concern, but which 
could improve the bank’s operating effectiveness if addressed. 


OTS also issued findings memoranda in the areas of Compliance and Information Technology (IT). We did 
not include Compliance or IT in our review because neither area was directly related to the cause of WaMu's 
failure. 


Evaluation of Federal Regulatory Oversight of Washington Mutual Sank Page 18 


VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 


PO 00000 


Frm 00521 


Fmt 6601 Stmt 6601 


P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


508 


Observations generally were not included in the ROE. As shown in 
Table 7, OTS examiners identified and reported a large number of 
findings at WaMu from 2003 to 2008. 


Table 7: OTS Findings Memoranda Issued to WaMu in 2003-2008 


Year of 
Examination 

Findings 

Memoranda 

individual 

Findinqs 

Criticisms 

Recommendations 

Observations 

Not 

Available 

2003 

46 

148 

25 

96 

27 

- 

2004 

36 

116 

11 

90 

15 

- 

2005 

38 

64 

11 

47 

4 

2 

2006 

17 

45 

3 

41 


- 

2007 

25 

68 

1 

36 

31 

- 

2008 

31 

104 

16 

70 

18 

- 

Totals 

193 

545 

67 

380 

96 

2 


Source: Analysis of OTS Findings Memoranda issued to WaMu from 2003 to 
2008. 


These findings memoranda received varying treatment in the ROEs. 

In some cases, problems requiring immediate attention from 
management appeared in ROEs in a separate section entitled 
"Matters Requiring Board Attention,” while other findings memoranda 
were either specifically mentioned in discussion of the CAMELS 
components or generally mentioned in the “Corrective Actions” 
sections of the ROE. WaMu’s resolution of these findings is discussed 
in more detail later in the report. 

OTS Examiners Identified Concerns with WaMu’s Asset Quality 
but Consistently Rated this Area Satisfactory 

Asset quality is one of the most critical areas in determining the 
overall condition of a bank. The primary factor affecting overall asset 
quality is the quality of the loan portfolio and the credit administration 
program. OTS examination procedures state that the asset quality 
rating reflects the quantity of existing and potential credit risk 
associated with the loan and investment portfolios, other real estate 
owned, and other assets, as well as off-balance sheet transactions, 
and should reflect the ability of management to identify, measure, 
monitor, and control credit risk.’® 

OTS examiners repeatedly identified issues and weaknesses 
associated with WaMu’s asset quality - in particular, findings related 
to single family residential loan underwriting and oversight of third- 
party brokers. Nevertheless, OTS consistently assessed WaMu’s 
asset quality as satisfactory, with a rating of 2 until February 2008 


OTS Examination Handbook, Section 070, page 070A.8. 
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when asset quality was downgraded on an interim basis to a 3. The 3 
rating for asset quality was maintained until September 2008 when 
the asset quality rating was dropped to a 4. Asset quality ratings 
definitions are shown in Table 8 below. 


Tabj^^Asse^^d^^^tin^Defimtio^ 


1 

Strong asset quality and credit administration practices 

2 

Satisfactory asset quality and credit administration 
practices 

3 

Less than satisfactory asset quality and credit 
administration practices 

4 

Deficient asset quality or credit administration practices 

5 

Critically deficient asset quality or credit administration 
practices 

Source: OTS Examination Handbook, Section 070, page 070A.7 


We asked OTS examiners why they did not lower WaMu’s asset 
quality ratings earlier. Examiners responded that even though 
underwriting and risk management practices were less than 
satisfactory, WaMu was making money and loans were performing. 
Accordingly, the examiners thought it would have been difficult to 
lower WaMu's asset quality rating. In this regard, OTS guidance 
provides that; “[if] an association has a high exposure to credit risk, it 
is not sufficient to demonstrate that the loans are profitable or that the 
association has not experienced significant losses in the near term,” 
Given this guidance, the significance of single family residential 
lending to WaMu's business, and the fact that the OTS repeatedly 
brought the same issues related to asset quality to the attention of 
WaMu management and the issues remained uncorrected, we find it 
difficult to understand how OTS could assign WaMu a satisfactory 
asset quality 2-rating for so long. Assigning a satisfactory rating when 
conditions are not satisfactory sends a mixed and inappropriate 
supervisory message to the institution and its board, and is contrary to 
the very purpose for which regulators use the CAMELS rating system. 

OTS Reported Persistent Single Family Residential Underwriting 
Deficiencies 


OTS identified a number of significant concerns with WaMu’s single 
family residential underwriting practices in risk assessment 
documents, findings memoranda, and ROEs from 2003 to 2008. 
Those concerns included questions about the reasonableness of 
stated incomes contained in loan documents, numerous underwriting 
exceptions, miscalculations of loan-to-value ratios, and missing or 
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inadequate documentation. Underwriting was especially important at 
WaMu because WaMu’s single family residential loan portfolio 
represented more than 60 percent of total assets. Further, the fact 
that many of WaMu’s single family residential loans were Option 
ARMS further underscored the risky nature of this loan portfolio. 

OTS’s Examination Handbook discusses the importance of 
underwriting, noting that “[a] savings association’s first defense 
against excessive credit risk is the initial credit-granting process.”’® 
OTS reviewed WaMu’s undenwriting and included MRBAs related to 
single family residential loan underwriting in the 2004 to 2008 ROEs 
and included MRBAs related to subprime lending and subprime 
underwriting in the 2004, 2006, and 2007 ROEs. For example: 

• 2003 and 2004 - OTS reported that underwriting of single 

family residential loans, WaMu's core loan activity, was less 
than satisfactory. In 2004, OTS identified causes for 
underwriting deficiencies, including: (1) a less than optimal 
organizational structure with multiple origination platforms (in 
part due to merger activity) and inconsistent origination 
procedures, (2) a sales culture focused on building market 
share, and (3) extremely high origination volumes fueled by the 
low interest rate environment. OTS recommended that 
management define and monitor specific loan quality goals tied 
to incentive compensation programs for the appropriate 
managers. 

■ 2005 - OTS reported that although overall single family 

residential loan quality and performance trends were stable, 
the thrift's underwriting remained less than satisfactory. OTS 
noted that this concern had been expressed at several prior 
exams as well as internal reviews and that the examiners 
remained concerned with the number of underwriting 
exceptions and with issues that evidenced a lack of compliance 
with bank policy. The ROE stated “We believe the level of 
deficiencies, if left unchecked, could erode the credit quality of 
the portfolio. Our concerns are increased when the risk profile 
of the portfolio is considered, including concentrations in Option 
ARM loans to higher-risk borrowers, in low and limited 
documentation loans, and loans with subprime or higher-risk 
characteristics. We are concerned further that the current 
market environment is masking potentially higher credit risk.” 


OTS Examination Handbook, Section 201, page 201.8. 
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■ 2006 to 2007 - OTS reported that single family residential loan 

and prime underwriting had improved to marginally satisfactory 
and generally satisfactory, respectively. However, OTS 
reported concerns with subprime underwriting practices by 
Long Beach Mortgage Company (LBMC), a WaMu affiliate that 
merged with WaMu on March 1, 2006, OTS reported that 
subprime underwriting practices remained less than 
satisfactory and cited exceptions related to the miscalculation 
of debt-to-income ratios, reasonableness of stated incomes on 
loan documents, and borrower acknowledgement of payment 
shock, Examiners found that underwriting exceptions were 
more prevalent on higher-risk loans. (It should be noted that 
WaMu discontinued subprime lending in the fourth quarter of 
2007.) 

• 2008 - OTS reported that WaMu management had not 

effectively managed underwriting risk despite it having been 
identified as an issue for some time by WaMu's Corporate 
Credit Review Group and WaMu’s Internal Audit staff. In this 
regard, OTS had cautioned management, over several 
examinations, about the level of layered risks {multiple risk 
factors such as high loan-to-values, stated income lending, 
option ARMS, and geographic concentration) in the single 
family loan portfolio. The examination criticized WaMu's stated 
income lending practices; reliance on an automated 
underwriting system without the involvement of experienced 
underwriters; and the prudence of Option ARM lending to 
foreign nationals without any credit, income, or asset 
verification. 

In addition to the ROEs, OTS examiners repeatedly issued findings 
memoranda from 2003 through 2008 related to various aspects of 
single family residential loan underwriting deficiencies, OTS also 
consistently included concerns about the underwriting practices in 
OTS risk assessments, field visitations, and regulatory profile reviews. 
During the period 2005 through 2007, while OTS was issuing multiple 
repeat findings pertaining to single family residential loan 
underwriting, WaMu originated almost $618 billion in single family 
residential loans. 


Evaluation of Federal Regulatory Oversight of Washington Mutual Bank Page 22 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00525 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


512 


VerDate Nov 24 2008 


WaMu’s Oversight of Third-Party Originators Needed Improvement 

In addition to retail loans originated by WaMu employees, WaMu also 
originated and purchased wholesale loans through a network of 
brokers and correspondent banks. Wholesale loan channels 
represented 48 to 70 percent of WaMu’s total single family residential 
loan production during the years 2003 to 2007.’® The financial 
incentive to use wholesale loan channels for production was 
significant. According to an April 2006 internal presentation to the 
WaMu Board, it cost WaMu about 66 percent less to close a 
wholesale loan ($1,809 per loan) than it did to close a retail loan 
($5,273). Thus, WaMu was able to reduce its cost of operations 
through the use of third-party originators but had far less oversight 
over the quality of originations. 

OTS’s Examination Handbook states that, in reviewing the wholesale 
production activities of savings associations, examiners should 
confirm how savings associations define, use, and monitor brokers, 
correspondents, and other third-party arrangements.’® We saw 
evidence that OTS examiners reviewed WaMu’s oversight of third- 
party originators and reported weaknesses during several 
examinations. Examination findings included underwriting 
weaknesses and deficient processes and tools for approving and 
monitoring third-party originators. For example; 

• 2003 - OTS reported underwriting problems and related 

weaknesses in correspondent and wholesale broker channel 
management, recourse administration, and quality assurance. 
OTS’s review disclosed the need for more comprehensive 
supervision of outside loan originators. OTS concluded that the 
annual review and monitoring process for wholesale mortgage 
brokers was inadequate, as management did not consider key 
performance indicators such as delinquency rates and fraud 
incidents, OTS also found that the approval and monitoring 
process for correspondent lenders needed improvement. OTS 
noted that WaMu’s internal auditors had reported similar 
weaknesses and that OTS had reported wholesale broker 
concerns in a prior examination. OTS also reported that 


” Brokers concentrate on finding customers in need of financing and process the loan application and 
mortgage documents. Correspondents deal with the customer, then close and fund the loan before selling 
the loan to an investor. 

'* WaMu exited wholesale lending channels in 2008 as losses mounted. 

OTS Examination Handbook Section 750, page 750.12. 
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WaMu’s Residential Quality Assurance (RQA) office^” had 
reviewed mortgage loan production and reported a high rate of 
unacceptable loans for all channels of production. In this 
regard, the RQA office reported an error rate of 29 percent for 
wholesale mortgage loans, more than triple the acceptable 
error rate of 8 percent established by WaMu. 

2004 - OTS concluded that management's oversight of third- 
party originators had improved from the prior examination. OTS 
noted that approximately 20,000 brokers and correspondents 
generated most of WaMu's single family residential loan 
originations, and such volume was understandably challenging 
to manage. OTS noted that WaMu had implemented a tracking 
and risk system for approving and monitoring third-party 
originators. The conclusions in the ROE, however, were at 
odds with a 2004 findings memorandum prepared by OTS to 
communicate the results of a single family residential loan file 
review. In that findings memorandum, OTS reported 
underwriting and documentation inconsistencies, particularly in 
the brokered channel, including inconsistent borrower credit 
classifications and missing employment, asset, and income 
verification for “full-doc” loans. 

2006 - The 2006 examination reported that 68 percent of 
WaMu’s $207,7 biliion in loan originations during 2005 were via 
wholesale broker and correspondent channels and noted that 
WaMu was restructuring the units responsible for overseeing 
brokers and correspondents and redefining processes. OTS 
findings memoranda in 2006 and 2007 reported that WaMu 
needed to improve 

• review processes for third-parties exceeding key 
performance indicators, 

• reporting of early payment defaults and other fraud 
indicators at the individual third-party level, 

• procedures for assessing underwriting for third-party 
originators who had been placed on a watch list, and 

• procedures for approving and annually re-certifying 
continued association with brokers. 


™ The Residential Quality Assurance office was an asset review group in WaMu’s Home Loans and 
Insurance Services Group that was responsible for conducting origination, purchase, and servicing quality 
assurance activities for WaMu's single family residential loan portfolio, 

A loan that becomes delinquent or goes into default within its first year is a strong indicator of possible 
mortgage fraud. 
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• 2007 - The 2007 examination stated that WaMu’s policies and 

procedures, performance monitoring scorecards, and watchlist 
process for overseeing brokers needed improvement. An OTS 
findings memorandum associated with the examination period 
noted that WaMu had 14 full-time equivalent employees 
responsible for third-party oversight of more than 
34,000 brokers. The findings memorandum noted 
shortcomings with WaMu's broker credit administration policies 
and third-party oversight scorecard. Further, OTS reported that 
WaMu had discontinued all remaining lending through its 
subprime mortgage channel and the purchase and 
sale/securitization of loans in the fourth quarter of 2007. 

In April 2008, WaMu management announced that it would 
discontinue ail wholesale channel lending. In the ROE for 2008, OTS 
referenced prime loan fraud losses totaling $27 million and subprime 
fraud losses totaling $51 million for 2007 reported by WaMu, and OTS 
noted that the majority of the fraud losses for both portfolios was 
attributed to the wholesale channel. These matters are under further 
review by law enforcement agencies. 

OTS Consistently Rated Management Satisfactory Despite 
Examiner-Identified Problems 

OTS's guidance states that one of the most important objectives of an 
examination is to evaluate the quality and effectiveness of a savings 
association's management, and that the success or failure of almost 
every facet of operations relates directly to management.^^ 
Management ratings definitions are shown in Table 10 below. OTS 
reported concerns regarding WaMu management in ROEs, findings 
memoranda, and risk assessment reports from 2003 through 2008. 
The primary areas of concern were the lack of effective internal 
controls and an insufficient commitment on the part of WaMu’s Board 
and management to take action to address OTS-identified 
weaknesses. 


^ OTS Examination Handbook, Section 330, page 330.1. 
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Table 10: Management Rating Definitions 

1 

Strong performance by management and the Board of 
Directors and strong risk management practices 

2 

Satisfactory performance by management and the Board 
of Directors and satisfactory risk management practices 

3 

Improvement needed in management and Board of 
Directors performance or less than satisfactory risk 
management pracUces 

4 

Deficient management and Board of Directors 
performance or inadequate risk management practices 

5 

Critically deficient management and Board of Directors 
performance or risk management practices 


Source: OTS Examination Handbook, Sections 070A.8 and 070A.9. 


Despite noted concerns, OTS generally reported that WaMu's Board 
oversight and management’s performance was satisfactory through 
2007 and rated the CAMELS management component a 2 in those 
examinations. It was not until 2008 that OTS reported that WaMu’s 
Board oversight and management’s performance was less than 
satisfactory and downgraded the CAMELS management component 
to a 3. OTS faulted the WaMu Board and management for not 
adequately addressing MRBAs from prior examinations, including 
single family mortgage loan underwriting weaknesses and an 
ineffective ERM function. OTS concluded that failure to address those 
weaknesses in a timely manner was exacerbating credit losses and 
exposing WaMu to heightened reputation risk. Based on the 
management component ratings definitions and WaMu’s lack of 
progress in addressing OTS-identified weaknesses, we believe that a 
less than satisfactory management component rating should have 
been assigned to WaMu sooner. 

WaMu Management Did Not Have Controls in Place to Manage Its 
High-Risk Strategy 

The primary concern noted by OTS within the management 
component of the examinations from 2004 to 2008 was that WaMu did 
not have an effective ERM strategy in place to manage the risks in its 
portfolio. OTS guidance notes the interrelationship between ERM and 
corporate governance and recognizes that one of the fundamental 
concepts of ERM is to provide management and the board of directors 
with reasonable assurance that the savings association is managing 
its risk.^® Risk management was especially important in the case of 
WaMu because of its size, high-risk iending strategy, continuous 
restructuring, and changes in management. 


OTS Examination Handbook, Sections 310, pages 310.2 and 310.3. 
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OTS repeatedly identified WaMu's ERM function as a significant issue 
in the MRBAs, requiring the attention of the WaMu Board to 

• monitor and obtain reports from management on the status of the 
ERM function in terms of effectiveness and resource adequacy 
{2004 and 2005 ROEs); 

• establish an ERM strategy in order to integrate the acquisition of 
Providian (2005);^^ 

• maintain open dialog between the WaMu Board, Chief Enterprise 
Risk Officer, and the thrift’s independent auditor (2005 and 2006 
ROEs); and 

• continue to monitor and obtain reports from management on the 
status of ERM to ensure its effectiveness and adequacy of 
resources and ensure that ERM provided an important check and 
balance on profit-oriented units, which warranted strong Board 
commitment and support, particularly given WaMu's strategy 
involving increased credit risk (2006, 2007, and 2008 ROEs). 

In addition to the ERM issues, OTS also reported management- 
related MRBAs regarding the quality of information presented by 
WaMu management to its Board, the adequacy of the information to 
allow its Board to assess WaMu's risk, and the Board's committee 
structure, 

Findings memoranda also reported concerns with ERM, corporate risk 
oversight, internal audit, and suspected fraud reporting, For example, 
in a 2004 findings memorandum, OTS reported that WaMu 
management was not providing timely responses to reports issued by 
the thrift's Corporate Risk Oversight Group. In a 2008 findings 
memorandum, examiners disclosed concerns about the limited scope 
of some internal audits and the sufficiency of actions taken to resolve 
certain internal audit findings. 

OTS's field visit reports, regulatory profiles,^® and risk assessments 
also showed that WaMu displayed weaknesses in ERM and general 
management oversight. For example. 


“ WaMu acquired Providian National Bank on October 1 , 2005. Providian had a large subprime credit card 
operation. 

WaMu's Corporate Risk Oversight Group was located in ERM and had responsibility for WaMu's Internal 
Asset Review function, Credit Oversight function, and Quality Assurance and Compliance testing. 
Regulatory profiles were quarterly reports developed by OTS and provided quarterly financial ratios and 
narrative describing events at WaMu and the status of many of the CAMELS components. 


Evaluation of Federal Regulatory Oversight of Washington Mutual Bank Page 27 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00530 Fmt 6601 Sfmt 6i 


P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


517 


VerDate Nov 24 2008 


• 2003 Field Visit - Examiners determined that increased risks 
related to organizational changes, less favorable market 
conditions, and volatility of earnings also impacted capital 
adequacy and required management intervention. Examiners 
expressed concerns about the spans of control and depth of direct 
experience among key individuals leading important WaMu 
functions. Examiners noted that, although the ratings given at the 
prior examination remained appropriate, some of the ratings were 
predicated on OTS’s expectations of continued forward progress 
by WaMu, 

• 2005 Regulatory Profile - OTS noted that organizational 
adjustments and management changes had failed to stabilize 
WaMu and stressed the need to have appropriate performance 
measures across all business lines. 

• 2006 Regulatory Profile - Examiners continued to note WaMu’s 
organizational and management instability. 

• 2007 Risk Assessment - Examiners stated that management and 
Board oversight had been satisfactory for the past three 
examinations but expressed reservations about management's 
ability to correct persistent weaknesses in WaMu’s home lending 
operation. 

• 2008 Risk Assessment - Examiners stated that ERM was 
continuing to evolve but was experiencing turnover in key 
positions. 

WaMu Did Not Correct Many Examiner-Identified Weaknesses 

OTS examination reports directed that WaMu take corrective actions 
in response to examination findings. Nevertheless, WaMu 
management did not make lasting or complete improvements to its 
risk management programs and asset quality despite repeated 
mention of these areas by OTS. OTS guidance notes that governance 
is strong when the Board addresses and corrects problems early. 

That guidance also states that where governance is weak or 
nonexistent, problems remain uncorrected, possibly resulting in the 
association's failure,^' 

in an effort to determine the extent to which WaMu addressed OTS 
findings, we reviewed 545 OTS findings reported in 193 findings 
memoranda and WaMu’s responses to ROEs for 2003 through 2007. 
WaMu tracked the status of corrective actions for findings memoranda 
in a tracking system called Enterprise Risk Issue Control System 


OTS Examination Handbook, Section 310, page 310.1. 
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(ERICS). Based on our review of eight ERICS reports and other 
documents, we were unable to readily determine whether a number of 
findings had been closed and resolved. As discussed later, after some 
effort, OTS was able to provide evidence that some of those findings 
had been closed. 

Additionally, a number of findings memoranda were included as 
repeat findings, indicating the issue was identified during more than 
one examination cycle. For example, 18 percent of the criticisms 
between 2003 and 2006 were categorized as repeat findings. WaMu 
discontinued indicating in ERICS whether a finding was a repeat 
finding in 2006. Thus, the number of repeat findings could have been 
greater. 

OTS Should Have Done More to Formally Track WaMu’s Progress 
in Correcting Findings and Compel WaMu to Correct Deficiencies 

OTS largely relied on WaMu's ERICS system to track corrective 
actions. Given the size of WaMu and the number of findings, we 
concluded that OTS needed a more formal, independent system to 
track its findings. Further, although OTS had formal enforcement 
action authority to compel WaMu to correct deficiencies, OTS never 
took such action. OTS did impose two informal enforcement actions in 
2008 - a Board Resolution and an MOU - but those measures lacked 
sufficient substance to require action on the part of WaMu and were 
too late to make a significant difference. Finally, OTS was not required 
to invoke PCA because WaMu remained well-capitalized until its 
closure. 

OTS Largely Relied on WaMu to Track the Status of Findings 
Memoranda 


OTS largely relied on WaMu's ERICS system to track WaMu’s 
progress in implementing corrective actions for the 545 OTS findings 
identified from 2003 to 2008.^® OTS examiners told us that they had a 
process for reviewing WaMu's corrective actions that was 
independent of the finding status noted in ERICS. In this regard, OTS 
officials stated that during an examination, OTS divided the ERICS 
report among the OTS examiners based upon each examiner's area 
of responsibility. Each OTS examiner was responsible for determining 
whether ERICS properly reflected the status of findings for their area. 
The examiner then signed off on the respective ERICS report. 


^®OTS also relied on WaMu to track the status of information technology and compliance issues. 
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We reviewed eight ERICS status reports for the years 2003 through 
2008 and found evidence of examiner sign-off for certain findings on 
only three of those reports. We provided OTS with information about 
39 criticisms that appeared to be open in ERICS reports that we 
reviewed and asked OTS to provide evidence of each finding's status, 
OTS’s response showed that about 41 percent (1 6) of the criticisms 
were issued during 2008 and remained unresolved as of WaMu's 
failure in September 2008. OTS also provided references to ROEs or 
other documents as evidence of closure for 21 percent (8) of the 
criticisms, OTS provided us with ERICS reports with handwritten OTS 
notes as evidence of closure for an additional 21 percent (8) of the 
criticisms. For the remaining findings (7), OTS either did not provide 
evidence as to the findings’ status or stated that the findings had been 
replaced by new findings memoranda pertaining to a repeat finding 
area. While OTS was ultimately able to provide some additional 
information about the status of certain criticisms, doing so required 
considerable time and effort on OTS’s part. We concluded that had 
OTS implemented its own independent system for tracking the status 
of findings memoranda and WaMu’s corrective actions, OTS would 
have had better information to make decisions. It could also have 
better assessed WaMu management's efforts to take appropriate and 
timely corrective action in response to the repeat deficiencies 
identified by OTS's examiners. 

OTS Did Not Use Its Formal Enforcement Power 

OTS has a number of informal and formal enforcement tools to carry 
out its supervisory responsibilities. Generally, OTS policy provides 
that formal enforcement action should be taken when any institution is 
in material noncompliance with prior commitments to take corrective 
actions and for composite 3-rated institutions with weak management, 
where there is uncertainty as to whether management and the board 
have the ability or willingness to take appropriate corrective 
measures.^® 

We were told that OTS had a general sense of the status of WaMu’s 
progress in addressing weaknesses, but OTS examiners said that 
tracking progress was difficult given the size and complexity of WaMu. 
Further, OTS examiners noted that WaMu would often replace 
business line managers when significant findings were noted within 


OTS Regulatory Bulletin 37-23, July 18, 2008, pages 1 and 2. This bulletin rescinded OTS Regulatory 
Bulletin 32-28 dated June 1 1 , 2003. 
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the manager's group, WaMu would then ask OTS for time to allow the 
newly hired manager to implement plans to address weaknesses. 
Given the size of WaMu, the magnitude of the weaknesses identified, 
and the limited progress made by WaMu management in correcting 
those weaknesses, we believe that OTS should have elevated its 
supervisory response sooner, to include formal enforcement action, to 
compel WaMu to correct its weaknesses. 

OTS Issued Two Informal Enforcement Actions in 2008. but They 
Lacked Sufficient Substance to Compel WaMu to Act 

OTS asked WaMu to enter into two informal enforcement actions in 
2008, a Board Resolution and an MOU. OTS sought the Board 
Resolution as a result of the interim downgrade of WaMu from a 
composite 2 to a composite 3 on February 27, 2008. The MOU was 
put into place as a consequence of OTS's composite 3 rating at the 
end of the OTS examination on June 30, 2008, Neither action was 
sufficient to compel WaMu to correct weaknesses. 

WaMu’s Regulatory Relations Officer drafted the Board Resolution 
and sent it to the OTS West Region Director on March 13, 2008. The 
Board Resolution endorsed undertaking strategic initiatives to improve 
asset quality, earnings, and liquidity and directed WaMu management 
to implement and report on those initiatives. The strategic initiatives 
were outlined by WaMu management in a four-page PowerPoint 
presentation to the Board that tied improvements to asset quality, 
liquidity, and earnings to either (1 ) the sale of WaMu or (2) raising $3 
billion to $4 billion in capital. The initiatives addressed short-term 
liquidity issues but did not mention taking action to correct systemic 
problems with WaMu that were noted in prior MRBAs or findings 
memoranda. 

The OTS West Region Director sent the Board Resolution to two 
members of OTS’s regional management for their comments. Both 
OTS West regional management officials expressed concern with the 
Board Resolution because it did not require specific corrective 
actions. Further, those officials recognized WaMu’s lack of follow- 
through on past promises to engage in corrective action and believed 
that OTS needed to take time to review management’s strategic plans 
to ensure they addressed the critical weaknesses linked to WaMu’s 
composite downgrade. Despite the concerns of these regional 
management officials, OTS’s West Region Director approved WaMu’s 
version of the Board Resolution, which the Board passed on March 
17, 2008. 
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In June 2008, the Director of OTS notified WaMu's chief executive 
officer (CEO) that OTS intended to issue an MOU as a result of 
WaMu’s composite 3 rating that was to be reported for the 
examination ending June 30, 2008. Emaiis between the OTS West 
Region Director and WaMu’s CEO revealed that WaMu management 
exerted pressure on the OTS to delay the issuance of the MOU. in 
those emails, the CEO continually emphasized WaMu’s commitment 
to correct problems, as well as corrective actions already taken in 
response to the requirements in the Board Resolution. The OTS West 
Region Director noted in a June 2008 email to OTS headquarters 
senior management that he had told the WaMu CEO that, as a matter 
of policy, OTS believed that 3-rated institutions warranted informal 
supervisory action as well as consideration of formal action, in 
particular because of repeat examination findings that WaMu had not 
corrected. 

OTS drafted the MOU and provided a copy to FDIC for comment. 

FDIC proposed a number of changes to the MOU, including a 
provision that WaMu raise an additional $5 billion in capital. OTS did 
not want to include the $5 billion capital increase requirement 
because OTS believed that WaMu's capital was sufficient following a 
$2 billion contribution from WaMu’s holding company in July 2008. 
Further, OTS was concerned that FDIC model used to determine the 
$5 billion amount was premised on faulty assumptions. FDIC and 
OTS compromised and included a capital contingency plan 
requirement in the MOU rather than a specific amount. OTS sent 
WaMu management a copy of the MOU on August 1 , 2008, that 
required 

• correcting all findings noted in the June 30, 2008, examination by 
the dates specified; 

• submitting a contingency capital plan within 90 days and 
maintaining certain capital ratios: 

• submitting a 3-year Business Plan to OTS’s within 30 days; 

• engaging a consultant to review WaMu’s risk management 
structure, underwriting, management, and board oversight; and 

• certifying compliance with the MOU requirements on a quarterly 
basis. 

On August 4, 2008, WaMu reviewed a draft of the MOU and proposed 
that the requirement for the consultant review of Board oversight be 
removed. OTS accepted WaMu’s change notwithstanding the OTS 
examiners’ findings over many years that the Board’s performance 
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was weak. By August 25, 2008, WaMu attorneys and OTS had 
informally reached agreement on the terms of the MOU and were 
waiting for final execution of the MOU, However, it was not until 
September 7, 2008 that OTS signed the MOU. A week later, WaMu 
was placed into receivership. In the end, the MOU was ineffective 
action given its timing. 

We believe that OTS should have taken formal enforcement action 
against WaMu sooner based on WaMu management’s persistent 
delays in correcting weaknesses. We recognize that it is speculative 
to conclude that earlier and more forceful enforcement action would 
have prevented WaMu’s failure. Nevertheless, by using more forceful 
action with WaMu in 2006 or 2007, OTS may have compelled WaMu's 
Board and management to take more aggressive steps to correct 
weaknesses and stem the losses that eventually occurred because of 
its risky loan products. 

Prompt Corrective Action 

PCA provides OTS with supervisory remedies aimed to minimize 
losses to the DIF, PCA requires that certain operating restrictions take 
effect when a savings association’s capital levels fall below 
well-capitalized. In the case of WaMu, OTS did not take, and was not 
required to take, PCA action because WaMu remained 
well-capitalized through September 25, 2008, when it was placed in 
receivership. As discussed above, in September 2008, WaMu 
depositors withdrew significant funds after the news of other high- 
profile financial institution failures and rumors of WaMu’s problems. At 
the same time, WaMu was unable to raise capital to keep pace with 
depositor withdrawals, prompting OTS to close the institution. That 
said, it was only a matter of time before losses associated with 
WaMu's high-risk lending practices would have depleted its capital 
below regulatory requirements. 
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SECTION III 

FDIC Monitoring of WaMu and 
Insurance Assessments 
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FDIC Monitoring of WaMu and Insurance Assessments 

WaMu was one of the eight largest institutions insured by FDIC. FDIC 
determined that its estimated cost to liquidate WaMu in 2008 would 
have been approximately $41.5 billion - a sum that would have 
depleted the entire balance of the DIF at the time. Ultimately, FDIC 
was able to resolve WaMu with no loss to the DIF. 

As insurer, FDIC is responsible for monitoring an institution’s risk to 
the DIF. FDIC had authority to perform its own examination of WaMu 
and impose enforcement action to protect the DIF, provided statutory 
and regulatory procedures were followed. Our evaluation found that 
FDIC followed its internal policies and completed its required 
monitoring. FDIC monitoring noted an increase in risk at WaMu in late 
2004 that increased significantly in 2007 and into 2008. Despite those 
noted risks. WaMu remained in the highest-rated (lowest-risk) deposit 
insurance risk category from January 2003 until December 2007 and 
in the second highest-rated deposit insurance category from March to 
June 2008. FDIC monitoring did not influence WaMu's deposit 
insurance risk category because the risk category was based on 
WaMu’s consistent CAMELS composite 2 rating and WaMu's 
regulatory capital level. 

WaMu was not assessed any deposit insurance premiums from 
January 2003 to December 2006 because FDIC was prohibited from 
charging premiums to any institution in the highest-rated insurance 
risk category during that period. FDIC did not charge premiums during 
this time period because the DIF had reached a statutory limit that 
prohibited FDIC from charging institutions in the highest-rated 
insurance category. From January 2007 to June 2008, WaMu paid 
$51 million or 24 percent of the $216 million in insurance premiums 
assessed by FDIC, WaMu was not required to pay 76 percent of the 
premium assessments because of a one-time credit included in the 
Federal Deposit Insurance Reform Act of 2005. 

FDIC has a number of procedural and regulatory tools at its disposal 
to address a depository institution's increasing risk. FDIC used its 
back-up examination authority to bring additional FDIC examiners to 
WaMu to assess risk but met resistance from OTS. FDIC made use of 
the tools available to challenge WaMu’s CAMELS composite rating in 
2008 but again met resistance from OTS. FDIC did not invoke its 


® FDIC expressed the risk of loss to the DIF as a range from $25.3 billion to $57.8 billion, with a midpoint of 
$41.5 billion. 
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back-up enforcement powers against WaMu because of procedural 
hurdles required to invoke such action and chose not to make a small 
adjustment to WaMu’s insurance premium in 3Q 2007. 

Risks Noted in FDIC Monitoring Reports Were Not Reflected in 
WaMu’s Deposit Insurance Premium Payments 

In its capacity as insurer, FDIC monitors and assesses risks at all 
insured financial institutions and determines each institution's 
insurance risk category^’’ and premium rate. As shown in Table 11, 
until January 2007, an institution's risk category (1A through 3C) was 
derived from the institution’s CAMELS composite rating and 
regulatory capital level. FDIC regulations assign each risk category a 
specific insurance assessment rate (in basis points) that is used to 
compute an institution’s insurance premium. 


Table 11: Risk-Based Assessment Matrix Effective Until January 
2007 


Regulatory 

CAMELS Rating 

A 

B 

c 

Capital 

(CAMELS 1 & 2) 

(CAMELS 3) 

(CAMELS 4 & 5) 

1 . Welt<’CapitaUzed 

1A 

IB 

1C 


(0 bps) 

(3 bps) 

{17 bps) 

2. Adequately 

2A 

2B 

2C 

Capitalized 

(3 bps) 

(10 bps) 

(24 bps) 

3. 

3A 

3B 

3C 

Undercapitalized 

(10 bps) 

(24 bps) 

(27 bps) 


Source; 12 CFR Part 327, Final Rule Supplemental Information 


FDIC has a number of tools it uses to monitor risk.^® FDIC tracks 
macro-economic developments in the banking industry to assess 
broad risks and has special institution-specific programs to monitor 
large institutions such as WaMu. The FDIC Large Insured Depository 
Institution (LIDI) program was developed in 1984 to quantify the level 
and direction of a company’s risk to the DIF. The LIDI program 
focuses on issues that are broader in nature than those covered by 
typical safety and soundness examinations. Specifically, the LIDI 
program looks at an institution’s business profile and considers factors 


Prior to January 2007, the term "insurance risk classification’ was used instead of “insurance risk 
category," Since both terms refer to the risk rating derived from CAMELS and regulatory capital, we are 
using the term “insurance risk category” to avoid confusion between the pre- and post-2007 insurance 

premiums are calculated by multiplying the assessment rate basis points (bps) by the institution’s 
deposit base. 

® See Appendix 3 for a more detailed explanation of FDIC monitoring tools. 


periods. 

FDIC 
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such as product mix, strategic focus across markets, overall 
management expertise, and franchise value. In 2002, FDIC developed 
the Dedicated Examiner Program for the eight largest insured 
institutions to assign one FDIC examiner full-time to an institution to 
devote the examiner’s full attention to assessing the on-going risk 
posed by the institution to the DIF. WaMu was part of the LiDI 
program and had a dedicated examiner assigned for the entire period 
covered by this evaluation from 2003-2008. 

FDIC Monitoring Noted an Increase in Risk at WaMu 

FDIC completed its required monitoring of WaMu during the entire 
period from 2003 to 2008. One of the more significant tasks of the 
Dedicated Examiner was to prepare quarterly executive summaries 
that assigned a level of risk to WaMu using the LIDI scale from A to E 
as shown below. 


^We12^FDICUD^^in2^DeMhgtions 


A 

- Low risk of concern regarding ultimate risk to the 
insurance funds. 

B 

Ordinary level of concern regarding ultimate risk 
to the insurance funds. 

C 

- More ttian an ordinary level of concern regarding 
ultimate risk to the insurance funds. 

D 

- High level of concern regarding the ultimate risk 
to the insurance funds. 

E 

- Serious concerns regarding ultimate risk 
to the insurance funds. 

Source: 

FDIC Case Managers Manual 


From 2003 to 1Q 2004, FDIC rated WaMu a B on the LIDI scale 
meaning FDIC believed WaMu presented an ordinary risk to the DIF, 
In 2Q 2004, the LIDI rating for WaMu dropped from B to B/C meaning 
that the risk WaMu posed to the fund increased from an ordinary level 
to a somewhat more than ordinary level of risk. The quarterly report 
indicated concern with WaMu's projected flat earnings and pressure 
to remove $1 billion from its cost structure over the next four quarters. 
Further, 2004 was seen as a critical year for WaMu management to 
demonstrate it could execute its plans. 

FDIC maintained the B/C rating for WaMu through 2Q 2007. Although 
the intervening quarterly reports do not adjust the LIDI rating, they 
note increased risk associated with WaMu’s pursuit of a high-risk 
lending strategy. Specifically, in 2Q 2005, the report states, “[ajsset 
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quality is satisfactory however, the overall risk profile is higher than 
suggested by the balance sheet or traditional performance indicators. 
Management’s program to increase subprime, home equity, and 
income property loan portfolios combined with a geographic 
concentration risk, new product risk, and other factors embedded in 
the single-family residential (SFR) loan portfolio aggregate to elevate 
the overall risk profile of the loan portfolio ... These factors combined 
with ongoing underwriting deficiencies suggest that the portfolio may 
experience stress during adverse economic periods.” FDIC examiners 
told us that the risk was noted, but concern was not elevated because 
the loans were performing well during that period. Also, a portion of 
the loans were sold in the secondary market and therefore not held on 
WaMu’s books. There was concern about what could happen in a few 
years, but FDIC examiners said there was no way to predict a 
precipitous collapse in the secondary market at that time. Further, 
FDIC examiners noted that by that point, WaMu’s management of the 
Mortgage Servicing Asset (MSA) had improved, with high-risk lending 
taking its place as a concern. 

In 2Q 2007, FDIC again dropped WaMu’s LIDI rating from a B/C to a 
C. meaning that WaMu posed more than an ordinary risk to the DIF. 
The quarterly report notes, “SFR credit risk remains the primary risk. 
The bank has geographic concentrations, moderate exposure to 
subprime assets and significant exposure to mortgage products with 
potential for payment shock. The risk trend is increasing because of 
the late stage housing market and the meltdown in the subprime and 
private mortgage markets.” 

FDIC dropped the WaMu LIDI rating from a C to D in 1 Q 2008 
indicating FDIC had a high level of concern regarding the ultimate risk 
of loss to the DIF. The quarterly report notes significant deterioration 
at WaMu, “[a] D rating is now warranted and the outlook is negative 
as management has been unable to stem asset quality trends or get a 
firm handle on remaining loan losses and the timing of such loan 
losses. Management expects losses in residential portfolio to be $12 
to $19B. The bank’s culture emphasized home price appreciation and 
the ability to perpetually refinance, including the ability to sell 
nonperforming assets. The bank’s underwriting standards were 
therefore lax as management originated loans under a securitization 
model to transfer risk to the market. However, when the market 
collapsed in July 2007 for private label and subprime loans, the bank’s 
business model failed. The bank is now stuck holding large amounts 
of poorly underwritten mortgage loans in a prolonged downturn in the 
real estate market.” 
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In 2Q 2008, FDIC ultimately dropped WaMu’s LIDI rating from a D to 
the lowest possible rating of E meaning that FDIC had serious 
concerns regarding WaMu’s ultimate risk to the DIF. 

FDIC Monitoring Did Not Impact FDIC's Rating of WaMu's Risk to the DIF 

In determining an institution's deposit insurance premium, FDIC first 
assigns an institution a risk category. FDIC's LIDI analysis described 
above did not factor into FDIC’s insurance risk category rating of WaMu. 
Instead, the deposit insurance regulations require use of an institution’s 
composite CAMELS rating and regulatory capital level to assign a deposit 
insurance risk category. 

Table 13 below shows a comparison of FDIC LIDI rating, CAMELS 
composite rating, regulatory capital level, and deposit insurance risk 
category for WaMu from January 2003 through June 2008, 


Table 13: WaMu Regulatory Ratings 2003 through 2008 


insurance 
Assessment Period 

LIDI 

Risk 

CAMELS 

Composite 

Rating 

Regulatory 
Capital Level 

Insurance 

Risk 

Category 

January 2003 

B 

2 

Well-capitalized 

1A 

July 2003 

B 

2 

Well-capitaiized 

1A 

January 2004 

B 

2 

Weli-capitaiized 

1A 

July 2004 

B/C 

2 

Well-capitalized 

1A 

January 2005 

B/C 

2 

Well-capitalized 

1A 

July 2005 

B/C 

2 

Well-capitalized 

1A 

January 2006 

B/C 

2 

Well-capitalized 

1A 

July 2006 

B/C 

2 

Well-capitalized 

1A 

March 2007 

B/C 

2 

Well-capitalized 

R-l 

June 2007 

C 

2 

Well-capitalized 

R-l 

September 2007 

c 

2 

Well-capitalized 

R-l 

December 2007 

C 

2 

Well-capitaiized 

R-l 

March 2008 

D 

3 

Weil-capitalized 

R-ll 

June 2008 

E 

3 

Well-capitalized 

R-ll 


Source; OTS and FDIC examination and insurance pricing information. 


From January 2003 through July 2006, WaMu's insurance risk category 
was 1 A, meaning WaMu was ranked in the highest-rated of nine possible 
deposit insurance risk categories and therefore paid the lowest premium 
rate. WaMu maintained that 1A insurance risk rating despite the increase 
in LIDI risk shown in January 2005 because WaMu’s CAMELS composite 
rating and regulatory capital level were unchanged. 
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In January 2007, FDIC changed the deposit insurance risk categories 
from nine levels to four levels: R-l to R-IV. From March 2007 to 
December 2007, WaMu's Insurance risk category was R-l, meaning 
WaMu was again rated in the highest-rated deposit insurance risk 
category and therefore paid among the lowest premium rates, WaMu 
maintained that insurance risk category despite increasing concern 
noted in the deteriorating LIDI rating because WaMu’s CAMELS 
composite rating remained a 2 and its regulatory capital level was 
unchanged. 

On February 27, 2008, WaMu’s insurance risk category dropped one 
level to R-ll - the second best of four possible insurance risk rankings 
because WaMu's CAMELS composite ranking decreased from a 2 to 
a 3, WaMu maintained the R-ll risk rating into June 2008, WaMu’s 
insurance risk ranking dropped only one level notwithstanding FDiC’s 
LIDI ranking decreasing to the lowest possible level and indicating 
serious concern on the part of FDIC as to WaMu’s risk to the fund, 

FDIC Was Precluded from Charging Premiums for Institutions with 1A 
Risk Ratings 

As shown in Table 14, FDIC did not charge WaMu any deposit 
insurance premiums from 2003 to 2006. In fact, FDIC did not charge 
deposit insurance premiums for any institution in the 1A insurance 
category. During this period, the amount of money in the deposit 
insurance funds (there were two funds at the time) exceeded a 
statutory ratio requirement to hold $1 .25 for every $100 in insured 
deposits at financial institutions.®^ When that requirement was met, 
FDIC could not, by statute, set premiums that would increase the 
statutory ratio except when an institution “exhibited financial, 
operational, or compliance weakness or is not well-capitalized."®® The 
FDIC Board, by regulation, interpreted the statute to mean that FDIC 
could not charge premiums for any institutions in the 1A risk category. 
Therefore, despite WaMu’s size and pursuit of a high-risk strategy, 
FDIC could not charge WaMu any deposit insurance premiums 
because WaMu’s composite 2 rating and capital level placed it in the 
1A risk category. 


The ratio is known as the Designated Reserve Ratio. 
®'^12U.S.C. 1817(b)(2)(A)(v), 
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Table 14: WaMu Deposit Insurance Assessments 2003 - 2006 


Assessment Period 

LIDI 

Risk 

Insurance 

Risk 

FDIC 

Assessments 

WaMu 

Payments 

January 2003 

B 

1A 

$0 

$0 

July 2003 

B 

1A 

$q 

$0 

January 2004 

B 

1A 

$0 

$0 

July 2004 

B/C 

1A 

$0 

$0 

January 2005 

B/C 

1A 

$0 

$0 

July 2005 

B/C 

1A 

$0 

$0 

JanuafV 2006 

B/C 

1A 

$0 

$0 

July 2006 

B/C 

1A 

$0 

$0 


Source: FDIC Assessment Reports 


WaMu Did Not Pay Its Full Premium for 2007 and 2008 Because of a 
Congressionallv-Mandated One-Time Credit 

FDIC regulations in effect beginning in 2007 continued to set 
assessment rates based on an institution’s risk category. One 
difference from the prior assessment regulations was that institutions 
in the R-l risk category could be assessed within a range of rates 
versus a specific assigned rate. Until changes were made in the 
second quarter of 2009, assignment within the R-l rate range for large 
institutions such as WaMu took into account CAMELS ratings and the 
institution’s long-term debt issuer ratings from Moody's, Fitch, and 
Standard & Poor’s, 


Table 15: New Risk Categories Effective January 2007 


Capital Group 

CAMELS Rating 

A 

CAMELS 1 & 2 

B 

CAMELS 3 

c 

CAMELS 4 & 5 

1. Well-Capitalized 

R-l 

5 to 7 bps 

R-ll 

10 bps 

R-IH 

28 bps 

2. Adequately Capitalized 


3. Undercapitalized 

R-IM 26 bps 

R-IV 43 bps 


Source: 2007 deposit insurance reguiations. 


As shown in Table 16, FDIC assessed WaMu $215 million in 
insurance premiums from March 2007 through June 2008 based on 
WaMu’s insurance risk category. WaMu paid $51 million or 24 percent 
of those premiums. WaMu payments were less than FDIC premium 
charges because of a one-time credit that Congress included in the 
Federal Deposit Insurance Reform Act of 2005 (Reform Act). 
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Table 16: WalMu Deposit Insurance Assessments 2007-2008 


Assessment Period 

LIDI 

Insurance 

Risk 

FDIC 

Assessments 

WaMu 

Payments 

March 2007 

B/C 

R-l 

$ 33 , 416 , 173 ! 

$0 

June 2007 

C 

R-t 

$31,461,565 

$0 

September 2007 

C 

R-l 

$30,966,41^ 

$0 

December 2007 

C 

R-l 

$28,905,951 

$0 

March 2008 

D 

R-ll 

$39,178,352 

$9,113,681 

June 2008 

E 

R-ll 

$51,742,730 

$42,205,190 

TOTAL 1 



$215,671,191 

$51,318,871 


Source: FDIC Assessment Reports 


According to the Congressional Record, the credit was meant to 
reward the institutions that capitaiized the deposit insurance funds in 
the mid-1990s. The Reform Act did inciude a limit on, but not an 
elimination of, the credit when an institution exhibited certain financial, 
operational, or compliance weakness. On May 25, 2007, WaMu 
received a $164.4 million credit to be used to offset premiums 
beginning in 2007 according to the terms of the Reform Act. WaMu 
used the credit to offset the full balance of the insurance assessment 
between March 2007 and December 2007. FDIC limited WaMu’s use 
of its credit in March 2008 because of WaMu’s composite 3 CAMELS 
rating. WaMu used the $9.1 million of its remaining credit in June 
2008. Despite the limitations, WaMu was able to use the entire $164.4 
million credit to offset premiums. 

FDIC Can Take Action When an Institution’s Risk Increases and 
FDIC Made Use of Some of Its Available Tools 

FDIC has a number of procedural and regulatory tools available to 
take action when an institution’s risk increases. In the case of WaMu, 
FDIC had the ability to request back-up examination authority to 
obtain additional information from WaMu to further understand risk; 
challenge OTS's composite rating of WaMu; encourage OTS to take 
enforcement action against WaMu or take independent enforcement 
action against WaMu; and, beginning in 2007, make certain small 
adjustments to WaMu’s insurance rate. 

FDIC Invoked Back-up Examination Authority in Each Year from 2005 
to 2008. But Those Requests Met Resistance from OTS 

Prior to 2005, FDIC was the primary regulator for a smaller financial 
institution held by WaMu’s parent company. Examiners told us FDIC 
and OTS had a very good working relationship during this period and 
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the OTS routinely used FDIC examiners to assist OTS examiners with 
their examination. In 2005, the FDIC-supervised institution was 
merged into WaMu, and FDIC no longer held a primary regulator role. 
Because FDIC was no longer a primary regulator, FDIC was required 
to invoke back-up examination authority to bring any examiners, other 
than the FDIC dedicated examiner, to WaMu. 

According to the terms of the Coordination of Expanded 
Information Sharing and Special Examinations (January 
(the interagency agreement) governing information sharing and back- 
up examinations, FDIC was required to submit a written request to the 
OTS and show that WaMu posed “heightened risk" to the deposit 
insurance fund (meaning the institution had a CAMELS composite 
rating of 3, 4, or 5 or was undercapitalized), or that WaMu exhibited 
material deteriorating conditions or other adverse developments that 
may have resulted in the institution being troubled in the near-term. 
The heightened risk test has clear objective measures, but the test for 
material deteriorating conditions or adverse developments is 
subjective. Additionally, even when back-up examination authority is 
granted, FDIC does not receive direct access to an institution's data. 
The principles governing the interagency agreement require that FDIC 
rely to the fullest extent possible on the primary regulator’s work in 
order to reduce the burden on the institution. The primary regulator 
determines whether FDIC’s request meets the requisite level of risk to 
grant back-up examination authority. 

FDIC invoked back-up examination authority in each year from 2005 
to 2008 in order to obtain additional information about the risks in 
WaMu's portfolio. Generally, FDIC used back-up examination 
authority to bring examiners to WaMu to review specific areas of 
concern such as single family lending and mortgage servicing rights. 
The OTS granted FDIC’s 2005 back-up examination request but 
denied FDIC the ability to review the subprime operations of WaMu’s 
affiliate. LBMC, because LBMC was a subsidiary of WaMu’s parent 
corporation and not part of WaMu. 

In 2006, FDIC again requested back-up examination authority, and 
OTS initially denied the FDIC request. It appears that 2006 was a 
turning point in the relationship between FDIC and OTS in terms of 
information sharing that carried through to 2008. The September 1 , 
2006, letter from the OTS Regional Director denying back-up authority 


Supervisory 
29. 2002)^® 


The interagency agreement is based upon 12 U.S.C. § 1820(b)(3) which provides for special examination 
authority for any insured depository Institution. 
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indicates that OTS believed that FDIC had not shown the requisite 
regulatory need for back-up examination authority according to the 
terms of the interagency agreement. 

Internal OTS emails indicate that OTS interpreted the interagency 
agreement test for a material deteriorating condition or adverse 
development as requiring a composite 3 rating for WaMu. Emails 
between OTS Washington and OTS West Region state, “The 
arrangement we had discussed is that FDIC would work through staff 
of the primary supervisor to obtain key information, and that it would 
be in rare situations that they would join our examinations as long as 
these systemically important institutions remained 1 or 2 rated. This 
request sounds like a departure from that arrangement," The denial 
letter states, “[w]e are not aware of any disagreement the FDIC has 
with our examination findings or any expressed concerns regarding 
our examination activities. Regarding the specific areas of FDIC 
interest, the scope of our upcoming examination work includes 
reviews of economic capital and higher risk lending and we plan to 
share our examination findings with the FDIC as we have in the past. 
Based on our agreed upon examination conclusions, the lack of any 
known FDIC concerns regarding our past or planned examination 
activities, and our continued commitment to share all appropriate 
information, the FDIC has not shown the regulatory need to 
participate in the upcoming Washington Mutual Examination." 

In response to the denial of back-up examination authority, the FDIC 
Regional Director sent a letter to the OTS Regional Director 
expressing concern about the denial: “[rjegarding your reasoning for 
rejecting our participation in these target reviews, you are correct that 
our request is not predicated on any current disagreement related to 
examination findings or concern regarding supervisory activities at 
Washington Mutual. Such criteria are not prerequisite for requesting - 
or for the OTS granting - FDIC staff participation in targeted 
examination activities... The 2002 [Information Sharing] Agreement 
clearly allows for FDIC staff participation in examination activities to 
evaluate risk of a particular banking activity to the DIF. Washington 
Mutual is a very large insured financial institution, and in our view 
participation on the upcoming targeted reviews is necessary to fulfill 
our responsibilities to protect the deposit insurance fund,” 

The request was elevated to FDIC and OTS Washington officials, and 
about 2 months after the denial letter, OTS decided to grant FDIC 
back-up examination authority. The November 10, 2006 letter from 
the OTS Regional Director rescinding the denial states, “OTS does 
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not seek to have FDIC staff actively participate in our examination 
activities and conclusions at Washington Mutual. We do understand 
your need for access to examination information and your need to 
meet with OTS staff to discuss our supervisory activities at 
Washington Mutual, To facilitate this information sharing and 
discussions, we have agreed to allow your Dedicated Examiner... to 
conduct his FDIC risk assessment activities on site at Washington 
Mutual when our examination team is on site. All FDIC requests for 
information should continue to be tunneled through our examiner-in- 
charge... We will consider these limited requests to send additional 
FDIC staff to Washington Mutual on a case-by-case basis.” 

OTS granted FDIC’s 2007 back-up examination request but did not 
allow FDIC examiners access to WaMu residential loan files. Emails 
indicate OTS considered loan file review to be an examination activity 
rather than an insurance risk assessment activity. FDIC wanted to 
review the files because of underwriting concerns and because FDIC 
had concerns that OTS examiners had not adequately reviewed the 
loan files during the examination to fully understand the embedded 
risk. Underwriting was a significant issue because WaMu's liberal 
underwriting standards were a significant contributing factor to 
WaMu's failure. 

Finally, in granting FDlC's 2008 back-up examination request, OTS 
was concerned about FDIC’s request for nine examiners, indicating 
that it was a heavy staffing request given OTS's on-site presence and 
reiterating that FDIC was not to actively participate in the examination. 

The terms of the interagency agreement and the OTS interpretation of 
requisite risk necessary to invoke back-up examination authority 
served as roadblocks in FDIC’s ability to assess WaMu’s risk. In the 
end, the information obtained from invoking back-up examination 
authority did not prompt FDIC to challenge OTS’s composite rating of 
WaMu until mid-2008. 

FDIC Did Not Challenge WaMu's Composite Rating Until 2008 and 
Encountered Resistance from OTS to Downarade the Rating 

FDIC did not challenge the OTS CAMELS composite rating for WaMu 
in any year except for the composite 3 rating assigned by OTS in July 
2008. FDIC did not challenge those prior ratings despite LIDI ratings 
decreases because FDIC believed the CAMELS composite ratings 
were appropriate, FDIC’s rationale was that the risks in WaMu’s 
portfolio had not manifested themselves as losses and nonperforming 
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loans, and therefore did not impact WaMu’s financial statements. 
Further, FDIC examiners explained that no one could have predicted 
the precipitous fail in home prices and the complete shut-down of the 
secondary market. In essence, FDIC considered WaMu’s potential 
risk in the LIDI rating but did not consider that future risk to be 
significant enough to be reflected in the CAMELS composite rating. 

FDIC has a protocol in place for interagency CAMELS rating 
disagreements. The protocol provides a hierarchy where differences 
are to be resolved beginning at the examiner level and then referred 
to the next more senior level of each respective agency. If the 
disagreement reaches the level of the FDIC Associate Director of the 
Division of Supervision and Consumer Protection (DSC) without a 
satisfactory resolution, the DSC Director, in consultation with the FDIC 
Chairman, will make the final decision concerning FDIC's rating. 

A May 8, 2008 email provided the first indication that FDIC disagreed 
with the OTS’s plan to assign WaMu a composite 3 rating at the 
completion of the OTS examination in July 2008. The primary area of 
concern was that FDIC believed that WaMu needed an additional $5 
billion in capital to weather potential portfolio losses. The FDIC capital 
projection was based upon a capital needs model that FDIC 
developed at the request of the FDIC Chairman in 2007 after the near 
collapse of Countrywide. The model was different from traditional 
FDIC analysis as it focused on forward-looking, long-term capital 
requirements similar to a private sector purchase analysis, 

FDIC regional officials followed the disagreement protocol and 
provided a written memorandum outlining FDIC's support for a 
composite 4 rating for WaMu to the OTS Regional Director on August 
1 1 , 2008. Discussions were held at the regional level on August 28, 
2008, but regional management for FDIC and OTS continued to 
disagree on the ratings. 

On September 8, 2008, the FDIC DSC Director sent an email to the 
OTS Chief Operating Officer communicating FDIC's intention to rate 
WaMu a composite 4, including a copy of FDIC’s rationale for the 
rating, and requesting a meeting to discuss the issue before 
September 12, 2008. The OTS Chief Operating Officer responded, “I 
believe the OTS and FDIC staff has met a number of times to discuss 
differing views and, until this email and the very recent communication 
from the FDIC Chairman, was under the impression that this item was 


FDIC Case Managers Manual, Section 3,4 (VI). 
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still under active discussion between our regional staff. Our Regional 
Director has not received any written communication from his FDIC 
counterpart that a final rating difference exists between the regional 
offices. As a consequence, our regional staff has not been afforded 
the opportunity to counter any FDIC views in a written response. If my 
understanding is accurate, if seems that we should insist that regional 
protocol be followed before you and 1 attempt to reconcile 
differences.” That same day, the FDIC Regional Director again sent 
the same information to OTS that was provided on August 1 1 , 2008 
justifying the ratings downgrade. 

On September 10, 2008, FDIC decided to speak directly to the newly 
installed WaMu CEO and notify him that FDIC intended to rate WaMu 
a composite 4, OTS and FDIC officials subsequently made 
presentations to the FDIC Board on September 16, 2008 to support 
their ratings conclusions although the presentations were not a 
requirement according to the protocol. 

As the dialogue between OTS and FDIC was ongoing, WaMu 
continued to have its borrowing capacity limited by the FHLB; raised 
its certificate of deposit rates higher than competitors to gain 
depositors; and continued to experience significant deposit 
withdrawals. FDIC and OTS were monitoring liquidity, but to put things 
in perspective, the financial market was in turmoil at that time. FDIC 
and OTS had just closed one of the largest institutions in its history, 
IndyMac, and OTS examiners told us FDIC expressed concern about 
the FDIC's ability to handle a WaMu failure as WaMu’s assets were 
10 times larger than Indymac’s. During this same period, the Federal 
Reserve released a statement that the downside risks to growth had 
increased appreciably; Fannie Mae and Freddie Mac were placed 
under government conservatorship; and there were rumors of 
problems with Merrill Lynch and Lehman Brothers. 

During this time, however, OTS and FDIC had competing interests. As 
noted by former FDIC Chairman William Isaac, OTS as primary 
regulator wanted to rehabilitate WaMu and keep it in business while 
FDIC, on the other hand, as an insurer wanted to resolve the 
institution’s problems as soon as possible to maintain the value of 
WaMu in order to reduce the cost of any failure.^® In the end, both 
FDIC and OTS agreed to change WaMu’s composite rating to a 4 on 
September 18, 2008, only 7 days prior to WaMu’s failure. The ratings 


Statements from former FDIC Chairman William Isaac, The Wall Street Journal, August 19, 2008 
describing the roles of primary regulator and insurer. 
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change had no impact on WaMu's deposit insurance premium prior to 
failure. 

FDIC Elected Not to Take Enforcement Action Against WaMu in 2008 
Because of Procedural Hurdles 


The Federal Deposit Insurance Act allows FDIC to take enforcement 
action against an institution in the same manner as if FDIC were the 
primary regulator, provided certain procedural requirements are 
fulfilled.^® In the case of an OTS-supervised institution, FDIC must 
request that OTS take action by providing a formal written 
recommendation to OTS and allowing OTS 60 days to take action. If 
such action is not taken, FDIC must petition the FDIC Board to take 
action. The FDIC Board membership includes the Director of the OTS. 
FDIC can take action without first requesting OTS action in certain 
exigent circumstances; however, the FDIC Board must agree to such 
action. Enforcement actions under this authority generally include 
formal actions that carry civil money penalties and are enforceable in 
federal court. FDIC guidance notes that FDIC should take action 
under that authority when there is an “immediate near-term risk to the 
fund or unsafe or unsound conditions or practices are noted without 
appropriate action by the Primary Federal regulator.”'*® 

In July 2008, FDIC believed WaMu could be rated a composite 4 and 
that WaMu needed $5 billion in capital to withstand potential future 
losses. At that time, OTS had an MOU undenway to address issues at 
WaMu but did not issue the MOU to WaMu until September 7, 2008. 
An MOU is an informal agreement that does not fall within FDIC’s 
formal enforcement action authority noted above. Given OTS's 
reluctance to issue the MOU along with the significant risks at WaMu, 
FDIC could have taken enforcement action to remedy or prevent 
unsafe or unsound practices. FDIC Washington officials told us they 
briefly contemplated enforcement action, but given the procedural 
hurdles involved in invoking such action and the time required to 
implement an action, it was easier to use moral suasion to attempt to 
convince OTS to change its rating. According to OTS guidance, there 
is a strong presumption that institutions with 4 ratings warrant formal 
enforcement actions; therefore, convincing OTS to rate WaMu a 4 
would have the same effect. 


“12U.S.C. §1818{t). 

™ FDIC Case Manager Manual, Enforcement Actions, page 8-2. 
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FDIC Had an Opportunity to Make a Minor Adjustment to WaMu's 
Insurance Premium in 3Q 2007 But Chose Not to Do So 


The 2007 deposit insurance regulations provide FDIC an opportunity 
to make small adjustments to insurance premiums for institutions in 
the R-l category. ’ In simple terms, an adjustment may be warranted 
when FDIC identifies inconsistencies between an institution’s risk 
ranking and the ranking of similar institutions. When such 
inconsistencies are noted, the institution is placed on a priority list and 
FDIC personnel, in consultation with the primary federal regulator, 
review the facts and circumstances and determine whether to make 
an adjustment. 

WaMu was placed on the priority list in 3Q 2007, but a decision was 
made by FDIC that WaMu’s insurance premium should not be 
adjusted. The report noting the decision states, “there is inadequate 
support for a pricing adjustment at this time. While asset quality and 
market factors are indicating higher risk levels ... most capital and 
[year-to-date] earnings measures remain in line. Further, recent 
agency downgrades will raise the assessment rate during the fourth 
quarter to a level more consistent with the institutions' [sic] apparent 
risk profile." An FDIC official explained that the decision was 
somewhat procedural in nature. Effectively, because FDIC reviewed 
the third quarter 2007 assessment in the fourth quarter, FDIC knew 
the rating agencies had downgraded WaMu and also knew that those 
downgrades would automatically increase WaMu’s premium. Given 
that FDIC must provide a one quarter advanced notice of any FDIC 
ratings adjustment, the FDIC official said there was no point in FDIC 
making an adjustment when an adjustment would take place 
automatically because of the rating agency downgrades. 


12C.F.R, 327. 
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SECTION IV 

Conclusions and Recommendations 
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Conclusions and Recommendations 

OTS - Conclusions 


The Treasury Office of Inspector General has made a number of 
recommendations to OTS as a result of completed material loss 
reviews of failed thrifts during the current economic crisis. These 
recommendations pertain to taking more timely formal enforcement 
action when circumstances warrant, ensuring that high CAMELS 
ratings are properly supported, reminding examiners of the risks 
associated with rapid growth and high-risk concentrations, ensuring 
thrifts have sound internal risk management systems, ensuring repeat 
conditions are reviewed and corrected, and requiring thrifts to hold 
adequate capital. OTS has taken or plans to take action in response 
to each of these recommendations. Additionally, OTS has established 
a large bank unit to oversee regional supervision of institutions over 
$10 billion. Based on our review of the WaMu failure, we reiterate the 
importance of the prior recommendations. 

With respect to coordination with FDIC, current OTS policy states that 
FDIC will perform all savings association examination activities on a 
joint basis unless compelling reasons dictate otherwise. For joint 
examinations, FDIC and OTS are to jointly scope the examination at 
the EIC level or at the respective regional office level. In this regard, 
disagreements over scope are to default to the broader alternative.^^ 
While that did not always happen in the case of WaMu, we believe 
OTS's underlying policy is not at issue. 

OTS - Recommendation 

As a result of this review, we are making one new recommendation to 
OTS. Specifically, the Director of OTS should: 

1 . Ensure that the OTS internal report of examination system is 
used to formally track the status of examiner recommendations 
and related thrift corrective actions. 


OTS Examination Handbook, Section 060. 
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OTS Management Response 

OTS concurred with our recommendation. In 2007, OTS implemented 
an internal system to track matters requiring board attention and other 
matters identified during the examination that require follow-up. OTS 
stated that, for a variety of reasons, the system was not used for 
WaMu but is used for all other thrifts and is actively used by OTS staff 
and monitored by senior management. The OTS response is included 
in Appendix 6. 

FDIC - Conclusions 


WaMu is our second review of FDIC’s monitoring and insurance 
assessment for large non-FDIC supervised institutions. We issued an 
evaluation report on FDIC’s monitoring of IndyMac on 
August 27, 2009.''^ We found that a number of the issues we noted 
with FDIC’s monitoring and insurance assessments for IndyMac were 
also present at WaMu. 

First, the terms of the interagency agreement governing information 
sharing and back-up examinations require that FDIC prove a requisite 
level of risk at an institution - heightened risk, material deteriorating 
conditions, or adverse developments - in order for the primary 
regulator to grant FDIC access to the institution’s information. The 
level of risk is largely based on an institution’s CAMELS composite 
ratings and regulatory capital level. 

For large institutions such as WaMu that by their sheer size pose a 
high risk to the DIF, we believe FDIC should not have to prove a 
particular level of risk to the primary regulator to obtain access to the 
institution’s information, as the institution’s risk of failure and the 
resulting potential impact on the DIF should be enough to allow FDIC 
access to information it needs to assess risk of loss. As shown in this 
report and our report on IndyMac, OTS’s consistent assignment of a 
CAMELS composite 2 ratings for those institutions until their near 
failure shows the unreliability of CAMELS ratings as predictors of risk 
to the DIF. 

The interagency agreement was intended to balance the needs of 
FDIC against the regulatory burden on an institution of having two 
regulators duplicating examinations. One key principle of the 
interagency agreement is that FDIC must rely, to the fullest extent 


FDIC OIG Report, The FDIC's Role in the Monitoring of IndyMac Bank, EVAL-09-006, August 2009. 
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possible, on the work of the primary regulator. In practical terms, the 
interagency agreement appeared to drive a wedge between OTS and 
FDIC as attempts by FDIC to review information at WaMu were seen 
as an affront to the capabilities of OTS examiners. We believe FDIC 
must have sufficient and timely access to information at all large 
insured depository institutions (defined by FDIC as having assets of 
$10 billion or more) in order to properly assess risk and appropriately 
price deposit insurance. We also believe that it may not be in the best 
interest of FDIC to place too much reliance on the ability of the 
primary regulator to assess risk to the DIF, Ultimately, the DIF, which 
is backed by the full faith and credit of the United States, and thus the 
American taxpayer, is responsible for absorbing an institution's failure, 
not the primary regulator. 

Second, at both IndyMac and WaMu, the CAMELS ratings and capital 
levels drove FDIC’s assessment of the institutions’ risk to the DIF and 
the institutions' deposit insurance premium computation despite 
indications in the LIDI reports that the risk posed by those institutions 
was higher than that indicated by the CAMELS ratings. We believe 
there is currently too much reliance on the CAMELS rating for the 
purpose of assessing the risk that an institution poses to the DIF. At 
both WaMu and IndyMac, FDIC examiners generally agreed with their 
OTS counterparts that composite CAMELS 2 ratings were appropriate 
despite high levels of risky loan products and inadequate undenwriting 
practices because those loans were performing and the institutions 
were profitable. Such an analysis may be insufficient for assessing 
risk for purposes of insuring deposits, as those loans may potentially 
cause future losses. FDIC must have significant flexibility to take into 
account more than CAMELS ratings and regulatory capital levels to 
adequately price an institution’s risk to the DIF. 

We note that the FDIC Board took steps, effective April 1 , 2009, to 
include factors other than CAMELS and regulatory capital in the 
computation of an institution’s deposit insurance premium but 
maintained the use of CAMELS and regulatory capital to determine an 
institution's deposit insurance risk category. Further, FDIC is 
proposing to include risk factors such as incentive compensation 
packages to adjust deposit insurance premiums. 

On February 26, 2010, the FDIC Chairman announced FDIC’s 2010 
Performance Goals (Goals) and a number of the new FDIC initiatives 
address the issues found in our evaluation. The Goals include 
enhancing FDIC’s oversight of large/complex insured institutions in 
order to assess the risk posed by each institution to the DIF by: (1) 
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developing memoranda of understanding by April 30, 2010, with each 
primary federal regulator for systemicaily important institutions that 
clearly define the roles of FDIC personnel on-site and ensure access 
by FDIC employees to all information requests and (2) developing and 
implementing by December 31, 2010 a new deposit insurance pricing 
system for large banks that better differentiates risks and no longer 
relies on external ratings. 

FDIC - Recommendations 

With this in mind, we make the following recommendation to the FDIC 
Chairman in consultation with the FDIC Board of Directors; 

1 . Information Access - Revisit the interagency agreement 
governing information access and back-up examination 
authority for large insured depository institutions to ensure it 
provides FDIC with sufficient access to information necessary 
to assess risk to the DIF. 

While certain procedures are needed to govern access to an 
institution’s information, FDIC must be able to make its own 
independent assessment of risk to the DIF without a requirement to 
prove a requisite level of risk and without unreasonable reliance on the 
work of the primary regulator. Large depository institutions pose 
significant risk to the DIF, and FDIC should not be hindered in 
obtaining information in order to gauge risk. Although FDIC is taking 
steps to clarify information access for the eight (soon to be ten) 
systemicaily important institutions, the interagency agreement needs to 
be revised to address all large depository institutions because risky 
institutions such as IndyMac were not considered to be one of the eight 
systemicaily important institutions, yet losses to the DIF were 
substantial. 

2. Deposit Insurance - Revisit the FDIC Deposit Insurance 
Regulations to ensure those regulations provide FDIC with the 
flexibility needed to make its own independent determination of 
an institution's risk to the DIF rather than relying too heavily on 
the primary regulator’s assignment of CAMELS ratings and 
capital levels. 

The FDIC’s Division of Insurance and Research is uniquely positioned 
to evaluate an institution’s risk to the DIF by looking not only at 
supervisory information, but also considering other institution-specific 
and macro-economic factors in order to determine an institution’s 
likely risk to the DIF. Current regulations base an institution's 


Evaluation of Federal Regulatory Oversight of Washington Mutual Bank Page 54 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00557 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


544 


VerDate Nov 24 2008 


insurance risk category solely on the institution’s CAMELS rating and 
capital level, but allow for the consideration of other factors - 
unsecured debt, secured liabilities and brokered deposits - in 
computing the assessment rate. There are also potential changes to 
the regulations that would include incentive compensation as a factor 
influencing an institution’s risk to the DIF. Those changes are all 
positive steps in considering an institution's risk. We believe, however, 
that the bank failures of 2008 and 2009 show that more factors were 
indicative of an institution’s risk to the fund than those currently taken 
into consideration. Factors such as an institution's lending 
concentrations, business models, loan types, underwriting, and 
enterprise risk management systems were strong indicators of risk. 
Those factors are considered in CAMELS ratings, but as shown in 
WaMu, IndyMac, and a number of other institutions, CAMELS ratings 
did not look at future risk (as would be the case with insurance) but 
only measured risk based on the financial performance of the 
institution at a point in time. CAMELS ratings in those instances were 
favorable until loan losses occurred. Therefore, the risk was factored 
into deposit insurance assessments too late to adjust and collect 
insurance premiums. 

FDIC Management Response 

FDIC concurred with both of our recommendations. FDIC is actively 
working with other primary regulators to enhance Information sharing 
including revising the interagency agreement to provide FDIC with 
greater access to information about risks at large depository 
Institutions. FDIC anticipates that agreements can be reached by 
December 31, 2010 and in the interim, FDIC is using all available 
authority to acquire timely access to information related to risks posed 
by financial institutions to the DIF. FDIC is also developing a new 
proposed deposit insurance pricing system for large banks that does 
not rely on external CAMELS and capital ratings. FDIC anticipates 
that this change will be implemented by December 31, 2010, FDIC 
response is included in Appendix 6. 

OIG Comment 

OTS and FDIC planned actions meet the intent of our 
recommendations. Both FDIC recommendations will remain open until 
the FDIC OIG determines that the agreed-upon corrective actions 
have been implemented. 
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Objectives 

This report presents the results of our review of the failure of 
Washington Mutual Bank (WaMu), Seattle, Washington, the Office of 
Thrift Supervision’s (OTS) supervision of the institution, and the 
Federal Deposit Insurance Corporation’s (FDIC) monitoring and 
insurance assessments for WaMu. Our objectives were to: 

(1) determine the causes of WaMu's failure; (2) evaluate OTS’s 
supervision of WaMu, including implementation of the Prompt 
Corrective Action provisions of Section 38(k), if required; (3) evaluate 
FDIC’s monitoring of WaMu in its role as deposit insurer, including the 
manner and extent to which FDIC and OTS coordinated supervision of 
the institution; and (4) assess FDIC’s resolution process for WaMu to 
determine whether those processes complied with applicable laws, 
regulations, policies, and procedures. This report covers objectives 1 , 

2, and 3 above. We intend to report on objective 4, the assessment of 
the resolution process, at a later date. 

Section 38(k) of the Federal Deposit Insurance Act, requires the 
cognizant Inspector General to conduct a material loss review (MLR) of 
the causes of the failure and primary federal regulatory supervision 
when the failure causes a loss of $25 million to the DIF or 2 percent of 
an institution's total assets at the time the FDIC was appointed 
receiver. Because FDIC resolved WaMu without incurring a material 
loss to the DIF, an MLR is not statutorily required. However, given 
WaMu’s size, the circumstances leading up to the FDIC-facilitated 
transaction, and non-DIF losses, such as the loss of shareholder value, 
the inspectors General of FDIC and the Department of the Treasury 
believed that an evaluation of OTS and FDIC actions was warranted in 
that it could provide some important information and observations as 
the Administration and the Congress consider regulatory reform. 

Scope and Methodology 

To accomplish our objectives, we conducted our fieldwork from March 
2009 through November 2009 at OTS headquarters in Washington, 

DC, and one of its regional offices in Daly City, California, and at FDIC 
headquarters in Washington, DC, FDIC regional office in San 
Francisco, California, and a field office in Seattle, Washington. We 
reviewed supervisory files and interviewed key officials involved in the 
regulatory, supervisory, enforcement, and deposit insurance matters. 

To assess the adequacy of OTS's supervision of WaMu, we 
determined (1) when OTS first identified safety and soundness 
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problems at the thrift, (2) the gravity of the problems, and (3) OTS’s 
supervisory response to get the thrift to correct the problems. We also 
determined whether OTS (1) might have discovered problems earlier; 
(2) identified and reported all the problems; and (3) issued 
comprehensive, timely, and effective enforcement actions that dealt 
with any unsafe or unsound activities. Specifically, we did the following; 

• We reviewed OTS supervisory files and records for WaMu from 
2003 through 2008. We analyzed examination reports, supporting 
workpapers, and related supervisory and enforcement 
correspondence. We performed these analyses to gain an 
understanding of the problems identified, the approach and 
methodology OTS used to assess the thrift's condition, and the 
regulatory action used by OTS to compel thrift management to 
address any deficient conditions, 

• We interviewed and discussed various aspects of the supervision of 
WaMu with OTS management officials and examiners to obtain 
their perspective on the thrift's condition and the scope of the 
examinations. Interviews included discussions with former OTS 
officials. 

To assess FDIC's monitoring and insurance assessments for WaMu, 
we determined (1) when FDIC monitoring indicated risk at WaMu, (2) 
the nature of the identified risk and whether FDIC-identified risk 
corresponded with OTS risk assessments, (3) how FDIC’s risk 
monitoring affected WaMu’s deposit insurance premiums, and (4) 
whether FDIC used its regulatory tools. We also assessed the 
relationship between FDIC and OTS. 

• We reviewed and analyzed FDIC monitoring reports and insurance 
ratings information for 2003 through 2008, including information 
contained in the FDIC's VISION system as well as files maintained 
by examiners in the FDIC San Francisco Regional Office and 
Seattle Field Office. 

• We interviewed FDIC regional and Washington officials who 
monitored WaMu for federal deposit insurance purposes. 

• We reviewed and analyzed deposit insurance rules and regulations 
and interviewed DIR personnel responsible for insurance 
assessments. 
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• We reviewed and analyzed OTS and FDIC correspondence in 
order to understand the working relationship between the two 
regulators. 

We conducted our evaluation in accordance with the Quality Standards 
for Inspections. 
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Washington Mutual Bank, History 

Washington Mutual Bank (WaMu) was a federally-chartered savings 
association established in 1889 and FDIC-insured since 
January 1. 1934, WaMu was wholly owned by Washington Mutual Inc., 
(WMI) a non-diversified, multiple savings and loan holding company 
that was regulated as a unitary holding company. The chart below 
shows the primary WMI subsidiaries. 



WaMu grew rapidly through acquisitions during the period 1991-2006, 
acquiring 12 institutions with assets totaling $197.8 billion. At the time 
of its failure, WaMu operated 2,300 branches in 15 states, with total 
assets of $307 billion. 

Operational problems arose from management's failure to adequately 
integrate previous acquisitions, which became an ongoing concern to 
regulators and increased WaMu's risk profile. In 2003, WaMu 
announced a major restructuring to reorganize itself around its retail 
and commercial customers. This essentially entailed reducing its three 
business groups to two, the Consumer Group and the Commercial 
Group. 
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During the second half of 2004, WMi merged its subsidiary, 
Washington Mutual Bank, Seattle, into WaMu effective January 1 , 
2005, consolidating all of WMI’s insured depository institutions under 
WaMu, Washington Mutual Bank, Seattle’s primary regulators were the 
State of Washington and FDIC, but the merger transferred regulatory 
oversight to OTS, thereby eliminating examinations by the State of 
Washington and reducing FDIC participation on safety and soundness 
exams. During this period, WaMu rapidly expanded its retail franchise 
through an aggressive branching strategy, with 200 new branches 
added per year between 2003 and 2005. 

On June 6, 2005, WaMu altered its organic approach with the 
announcement of its planned acquisition of Providian Financial Corp. 
The acquisition was consummated during the third quarter of 2005, 
and valued at $6.2 billion. The acquisition of Providian on October 1 , 
2005, created a fourth business line, subprime credit cards, in 2006, 
the specialty mortgage finance company, Long Beach Mortgage, was 
moved out of WMI and merged within WaMu’s Home Loans Group. 

During late 2006 and early 2007, as the credit environment started to 
deteriorate, management began tightening credit standards with 
respect to credit card and subprime lending. Total assets at year-end 
2006 of $345.6 billion were nearly unchanged from $330.7 billion at 
year-end 2005. In the first half of 2007, management shrunk the 
balance sheet by selling certain lower-yielding loans. Total assets 
shrank to $311,1 billion by June 30, 2007. In July 2007, given the 
disruption of the secondary mortgage market, management cut back 
on loans originated for sale and began transferring held-for-sale loans 
to the held-for-investment portfolio. Most of these loans were 
transferred at a mark-to-market loss. The lack of loan sale activity 
along with the transfer of loans into the held-for-investment portfolio 
resulted in total assets increasing to $328.8 billion at September 30, 

2007. At December 31 , 2007, total assets had decreased slightly to 
$325.8 billion. 

During the examination which began on September 10, 2007, OTS 
downgraded WaMu's composite rating to “3" based on net losses and 
negative asset quality trends. In response to the supervisory ratings 
downgrade letter from the OTS Regional Director on February 27, 

2008, the Board resolved on March 27, 2008, to undertake strategic 
initiatives to improve weaknesses noted in the letter, including 
weaknesses related to asset quality, earnings, and liquidity by either 
selling WaMu or obtaining additional capital, WMI was able to obtain a 
$7 billion capital injection from a private equity group, $5 billion of 
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which was down-streamed to WaMu. However, WaMu’s “3” composite 
rating was confirmed at the completion of the OTS examination on 
June 30, 2008, OTS entered into MOUs with both WaMu and WMI, 
which became effective concurrently with a change in Chief Executive 
Officer (CEO) on September 7, 2008. 

After September 15, 2008, WaMu experienced deposit withdrawals 
exceeding $16 billion, and WaMu's capacity with the Federal Home 
Loan Bank and Federal Reserve Discount Window borrowing lines was 
curtailed significantly. WaMu hired Goldman Sachs to conduct 
marketing activities on its behalf, but following due diligence, no bids 
were received. On September 18, 2008, FDIC and OTS separately 
issued WaMu letters downgrading its rating to a composite “4.” 

On September 25, 2008, OTS closed WaMu and appointed FDIC as 
receiver. WaMu was immediately merged with JPMorgan Chase & Co 
and subsequently operated as part of JPMorgan Chase Bank, National 
Association in Columbus, Ohio. At the time of closing, WaMu had total 
assets of $307 billion, with retail deposits of $134.7 billion. 
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OTS Supervisory Process for WaMu 

OTS followed a supervisory process at WaMu that included an annual 
risk assessment, supervisory plans, targeted examination work 
programs, detailed findings memoranda issued to WaMu management 
that categorized the severity of issues, and annual ROEs. Table 17 
presents an illustration of OTS’s supervisory process for WaMu. 


Table 17: OTS Supervisory Process for WaMu - Key Segments 


Supervisory 

Segment 

Description 

Risk Assessment 
and Supervisory 
Strategy (RASS) 

The RASS was used to guide OTS supervision of WaMu for planning, 
organizing, and directing OTS resources based on a documented, structured 
risk assessment of the WaMu organization, including the holding company. 
Major risks assessed were: strategic, reputation, credit, market/interest rate 
risk, liquidity, operational, and compliance. The RASS was intended to be 
used by OTS senior staff and managers to quickly understand major risks 
and issues of significance and supervisory strategies being employed to 
address the risks and issues. Lead examiners used the RASS for scoping 
examinations and field visits; examiners used the RASS for updated detail on 
significant findings and issues. 

Risk Assessment 
and Supervisory 

Plan (RASP) 

OTS used the RASP in conjunction with the continuous supervision process 
implemented for WaMu beginning with the 2007 examination. Similar to the 
RASS, the RASP included a risk assessment and supervisory plans 
addressing key examination areas by CAMELS components. The RASP was 
updated annually, by August 31, and was supplemented by quarterly 
updates, each of which served as an attachment to the Requlatorv Profiles. 

Regulatory Profiles 

OTS prepared quarterly Regulatory Profiles that served as concise, written 
summaries of WaMu’s characteristics and conditions. Regulatory Profiles 
reflected data gathered through examinations and off-site monitoring, 
including: WaMu’s operating profile, identified risks, holding company profile 
and impact, examination status and ratings support, supervisory strategy, 
enforcement actions, and significant recent events. 

Work Programs 

OTS developed over 60 safety and soundness work programs for the 

CAMELS areas, each containing procedures to be used in examinations, 
based upon the savings association’s risk assessments. Examiners used 
asset quality work programs in the areas of: One- to Four-Family Real Estate 
Lending, Construction Lending; Other Commercial Lending; Sampling, 
Consumer Lending; Credit Card Lending, and Adequacy of Valuation 
Allowances. Examiners used management work programs in the areas of: 
Overnight by the Board of Directors; Management Assessment, Internal 

Control; External Audit, Internal Audit; Fraud/Insider Abuse, and Transactions 
with Affiliates. 

Findings 

Memoranda 

Examiners prepared formal findings memoranda to document the issues 
identified during the examination. A detailed explanation of the findings 
memoranda process Is provided in the text that follows this table. 


Source: OTS Examination Handbook and New Directions Bulletin 06-12, dated September 27, 2006. 


OTS examiners documented the issues they identified in findings 
memoranda, which were presented to WaMu management for 
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response. The findings memoranda were addressed to WaMu 
management responsible for the subject area being reviewed and 
included: 

• background information related to the reviewed area; 

• examination findings categorized, depending on their level of 
severity, into Criticisms, Recommendations, or Observations; 

• management’s response -- agreement, partial agreement, or 
disagreement; and 

• the corrective action proposed by management, including 
specific action steps planned, the assigned responsible 
manager, and target dates for completing the action. 

OTS categorized findings memoranda by severity as follows; 

Criticism : A primary concern requiring corrective action. Criticisms 
were often summarized in the “Matters Requiring Board Attention” or 
“Examination Conclusion and Comments" section of the ROE, 
warranted increased attention by senior management and the Board, 
and required a written response. Criticisms were subject to formal 
follow-up by examiners and, if left uncorrected, could result in stronger 
action. 

Recommendation : A secondary concern requiring corrective action. 

A recommendation could become a criticism in future examinations 
should risk exposure increase significantly or other circumstances 
warrant. Recommendations could be included in the ROE and 
mentioned in exit and Board meetings. Examiners could request a 
written response from management during the examination. OTS 
examiners reviewed management’s actions to address 
recommendations at subsequent or follow-up examinations. 

Observation : A weakness identified that is not of regulatory concern 
but which could improve the bank’s operating effectiveness if 
addressed. Observations were made in a consultative role. OTS 
presented observations to management either orally or in writing, but 
observations were generally not included in the ROE. Examiners rarely 
requested a written response during the examination. 

Types of Examinations Conducted bv OTS 

As required by law, OTS conducts full-scope, on-site examinations of 
insured depository institutions with assets over $500 million, as in the 
case of WaMu, once a year. OTS also conducts limited examinations 
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under certain conditions which focus on high-risk areas, In addition, 
OTS conducts information technology examinations to evaluate the 
institution’s compliance with applicable rules and policies of OTS, 

OTS uses the CAMELS rating system to evaluate a thrift’s overall 
condition and performance by assessing six rating components. The 
six components are Capital Adequacy, Asset Quality, Management, 
Earnings, Liquidity, and Sensitivity to Market Risk, OTS then assigns 
each institution a composite rating based on the examiner's 
assessment of its overall condition and level of supervisory concern. 
Composite and component ratings are assigned based on a 1 to 5 
numerical scale. A 1 indicates the highest rating, strongest 
performance and risk management practices, and least degree of 
supervisory concern, while a 5 indicates the lowest rating, weakest 
performance, inadequate risk management practices, and the highest 
degree of supervisory concern. A full-scope examination also looks at 
the thrift’s compliance with fair lending, consumer protection, and other 
public interest laws and regulations, such as the Bank Secrecy Act. 

The examination team prepares a report of examination (ROE) 
incorporating program findings and conclusions, OTS regional staff 
send the ROE to 1- and 2-rated thrifts within 30 days of the completion 
of on-site examination activities, and to 3-, 4-, and 5- rated 
associations within 45 days of completion of on-site examination 
activities. 

OTS provides FDtC information on, and access to, thrifts that 
represent a heightened risk to the Deposit Insurance Fund. OTS 
presumes heightened risk to a thrift with a composite rating of 3, 4, or 5 
or a thrift that is undercapitalized as defined under Prompt Corrective 
Action (PCA). FDIC may request participation in examinations when a 
thrift exhibits material deteriorating conditions that could result in the 
institution becoming troubled in the near future. In this regard, FDIC 
may need to develop contingency plans for a thrift’s possible failure or 
begin the resolution process. 

Enforcement Actions Available to OTS 


OTS performs various examinations of thrifts that result in the issuance 
of ROEs identifying areas of concern, OTS uses informal and formal 
enforcement actions to address violations of laws and regulations and 
to address unsafe and unsound practices. 
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Informal Enforcement Actions 

When a thrift's overall condition is sound, but it is necessary to obtain 
written commitments from a thrift's board or management to ensure 
that it will correct identified problems and weaknesses, OTS may use 
informal enforcement actions. OTS commonly uses informal actions for 
problems in 

• well or adequately capitalized thrifts, 

• thrifts with a 3 rating with strong management, and 

• thrifts with a CAMELS composite rating of 1 or 2. 

Informal actions notify a thrift’s board and management that OTS has 
identified problems that warrant attention, A record of informal action is 
beneficial if formal action is necessary later. 

If a thrift violates or refuses to comply with an informal action, OTS 
cannot enforce compliance in federal court or assess civil money 
penalties for noncompliance. However, OTS may initiate more severe 
enforcement action against a noncompliant thrift. The effectiveness of 
informal action depends in part on the willingness and ability of a thrift 
to correct deficiencies that OTS identifies. 

Informal enforcement actions include supervisory directives, board 
resolutions, and memoranda of understanding. 

Formal Enforcement Actions 

Formal enforcement actions are enforceable under the Federal Deposit 
Insurance Act, as amended. They are appropriate when a thrift has 
significant problems, especially when there is a threat of harm to the 
thrift, depositors, or the public. OTS is to use formal enforcement 
actions when informal actions are considered inadequate, ineffective, 
or otherwise unlikely to secure correction of safety and soundness or 
compliance problems. 

OTS can assess civil money penalties against thrifts and individuals for 
noncompliance with a formal agreement or final orders. OTS can also 
request a federal court to require the thrift to comply with an order. 
Unlike informal actions, formal enforcement actions are public. 

Formal enforcement actions include cease and desist orders, civil 
money penalties, and Prompt Corrective Action directives. 
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OTS Enforcement Guidelines 


Considerations for determining whether to use informal action or formal 
action include the following: 

• the extent of actual or potential damage, harm, or loss to the thrift 
because of the action or inaction; 

• whether the thrift has repeated the illegal action or unsafe or 
unsound practice; 

• the likelihood that the conduct may occur again; 

• the thrift's record for taking corrective action in the past; 

• the capability, cooperation, integrity, and commitment of the thrift’s 
management, board, and ownership to correct identified problems; 

• the effect of the illegal, unsafe, or unsound conduct on other 
financial institutions, depositors, or the public; 

• the examination rating of the thrift; 

• whether the thrift's condition is improving or deteriorating; 

• the presence of unique circumstances; 

• the extent to which the thrift’s actions were preventable; and 

• the supervisory goal OTS wants to achieve. 

Types of Monitoring Conducted by FDIC 

FDIC is responsible for insuring depository institutions in the United 
States. In its capacity as insurer, FDIC is responsible for regularly 
monitoring and assessing the potential risks at all insured institutions, 
including those for which it is not the primary federal regulator (PFR). 
To assess and monitor risk, FDIC takes a two-fold approach: (1) 
research and analysis of trends and developments affecting the health 
of banks and thrifts broadly and (2) reliance on the PFR supervisory 
activities of individual institutions. To assess risk at a broader level, 
FDIC conducts a wide range of activities to monitor and assess risk 
from a regional and national perspective. At the institutional level, FDIC 
monitors large non-FDIC supervised institutions primarily through its 
Dedicated Examiner and Case Manager Programs. FDIC relies on the 
PFR’s examinations to determine a bank’s overall condition and the 
risks posed to the Deposit Insurance Fund. Additionally, FDIC, by 
statute, has special examination authority and certain enforcement 
authority for all insured depository institutions for which it is not the 
PFR, 
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Broad Risk Monitoring Activities 

FDIC’s Division of Supervision and Consumer Protection (DSC) and 
Division of Insurance and Research (DIR), along with FDIC regional 
and national risk committees, are responsible for conducting broad 
monitoring activities designed to identify industry-wide risks and 
develop corresponding supervisory strategies. 

DSC’s Complex Financial Institution Program supports supervisory 
activities in large banks (defined to be institutions with total assets of at 
least $10 billion). The focus of the program is to ensure a consistent 
approach to large-bank supervision and risk analysis on a national 
basis. The Large Bank Section synthesizes information from Large 
Insured Depository Institution (LIDI) reports, aggregates data on large 
banks to identify trends and emerging risks, and communicates these 
trends and emerging risks to FDIC senior management, the FDIC 
Board of Directors, other regulators, and DSC staff. 

DIR assesses risks to the insurance fund, manages the FDIC's Risk- 
Related Premium System (RRPS), conducts banking research, 
publishes banking data and statistics, and analyzes policy alternatives. 
DIR has a leading role in preparing the semiannual “Risk Case”, which 
summarizes national economic conditions, banking industry trends, 
and emerging risks, and “Rate Case” that recommends the deposit 
insurance premium schedule based on analysis, including likely losses 
to the fund from failures of individual institutions and other factors. 

FDIC regional and national risk committees review and evaluate 
regional economic and banking trends and risks and determine 
whether any actions need to be taken in response to those trends and 
risks. The regional risk committees prepare semiannual reports 
highlighting emerging and increasing risk areas. For example, during 
our period of review, the San Francisco Regional Risk Committee and 
the National Risk Committee reported concerns with respect to 
subprime and non-traditional lending. 

FDIC Risk Monitoring Activities from an Individual Institution 
Perspective 

FDIC assigns responsibility for a caseload of institutions to a case 
manager. The case manager monitors potential risks by reviewing 
examination reports prepared by the PFR, analyzing data from 
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quarterly institution Call Reports, and analyzing other financial and 
economic data from government and private sources to monitor the 
financial condition of an institution. The emphasis of the program is to 
ensure that the level of regulatory oversight accorded to an institution 
is commensurate with the level of risk it poses to the Deposit Insurance 
Fund. 

FDIC assigns a dedicated examiner to the largest insured financial 
institutions. The dedicated examiner serves as the case manager for 
these institutions and works in cooperation with primary supervisors 
and bank personnel to obtain real-time access to information about an 
institution’s risk and trends. 

The dedicated examiner/case manager conducts comprehensive 
quarterly analyses of the risk profile and supervisory strategies as part 
of the LIDI program. The purpose of the LIDI program is to provide 
timely, comprehensive, and forward-looking analyses of companies 
with total assets of $10 billion or more, on a consolidated entity 
basis."*^ Timely and complete analysis of the risk profiles of these 
companies provides a proactive approach aimed at identifying and 
monitoring the largest risks to the insurance fund. Dedicated 
examiners/case managers prepare written reports that document the 
analysis and risk profile and supervisory strategies of large depository 
institutions. The analysis is comprised of four major areas: 

• organizational structure and strategic focus of the company; 

• overall risk profile and financial condition of the company; 

• an identification and review of significant issues, current events, 
and challenges facing the company; and 

• the review and development of a sufficient supervisory program to 
address the risk issues facing the company. 

FDIC developed the LIDI reports and associated rankings as an 
additional means to measure an institution’s financial health beyond 
the CAMELS ratings. LIDI reports are used to inform FDIC senior 
management, the FDIC's Board of Directors, and other regulators 
about risks to the insurance fund as well as provide updates about the 
supervisory programs in place to respond to those risks. 


All regulated financial institutions are required to file quarterly financial information. For banks, this report is 
formally known as the Report of Condition and Income but is generally referred to as the Call Report. Thrifts 
file a similar report known as the Thrift Financial Report or TFR. 

Companies with consolidated total assets of at least $3 billion but less than $10 billion can be added to the 
LIDI Program at the discretion of the Regional Director. 
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FDIC also has a number of offsite monitoring systems that generate 
financial ratios based on Cal! Report data. Dedicated examiners/case 
managers must perform an offsite review of situations where a bank’s 
financial ratios fall outside of FDIC-determined tolerances. Dedicated 
examiners/case managers must also review the Risk Related Premium 
System (RRPS). The RRPS is used to determine an institution’s FDIC 
deposit insurance assessment rate. FDIC has an RRPS Reconciliation 
List that identifies institutions where the CAMELS ratings are 
inconsistent with offsite ratios and institutions with atypical high-risk 
profiles among the group of institutions in the best-rated insurance 
premium category. If the Reconciliation List is triggered, a case 
manager must review the appropriateness of the risk category 
assigned by the RRPS.''® During the period covered by our review, 
WaMu’s financial ratios did not trigger any offsite reviews or RRPS 
reconciliation reviews. 

FDIC Special (Back-up) Examination Authority 

Section 10(b)(3) of the Federal Deposit Insurance Act provides FDIC 
special examination authority (also known as back-up authority) to 
make any special examination of any insured depository whenever the 
FDIC Board of Directors determines a special examination of any such 
depository institution is necessary to determine the condition of the 
institution for insurance purposes. In January 2002, the FDIC’s Board 
of Directors approved an interagency agreement that established a set 
of principles related to use of special examination authority for those 
institutions that present “heightened risk” to the Deposit Insurance 
Fund and delegated its authority to DSC."'^ The term “heightened risk” 
is defined under statute as an institution having a composite rating of 
3, 4, or 5 or that is undercapitalized as defined under Prompt 
Corrective Action rules.'*® Further, FDIC may request permission from 
the PFR to participate in an examination for an institution that does not 
meet the heightened risk definition but exhibits material deteriorating 
conditions or other adverse developments that may result in the 
institution being troubled in the near-term. 

Procedurally, a case manager prepares a memorandum documenting 
the basis for a back-up examination request and submits the request to 


The Reconciliation List was a semiannual review until June 6. 2007, at which time it became a quarterly 
review. 

” January 29, 2002 Interagency Agreement, "Coordination of Expanded Supervisory Information Sharing and 
Special Examinations". 

“ 12 U.S.C, §1 820(b)(3). 
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the FDIC Regional Director or Deputy Regional Director who may 
accept or reject the request. If the request is based on heightened risk, 
the Regional Director formally notifies the PFR counterpart by sending 
a letter stating FDIC would like to participate in the examination. If the 
request is not based on heightened risk, the process is more in the 
manner of a request where the FDIC Regional Director asks the PFR 
counterpart whether the PFR would object to FDIC’s participation. 
Implicit in both of these requests is the principle of effective and 
efficient supervision. 

In the event that FDIC and the PFR disagree as to the appropriateness 
of FDIC's participation, the respective agency supervision 
representatives determine whether FDIC participation is appropriate. In 
the event the agency representatives cannot agree, the FDIC 
Chairman and the principal of the PFR will make the determination. 

FDIC Back-up Enforcement Authority 

FDIC is authorized under Section 8(t) of the Federal Deposit Insurance 
Act to engage in back-up enforcement action. In this capacity, 

FDIC generally has the same powers with respect to any insured 
depository institution and its affiliates as the primary federal banking 
agency has with respect to the institution and its affiliates. FDIC may 
recommend in writing that an institution's PFR take a range 
of enforcement actions authorized under the Federal Deposit 
Insurance Act with respect to any insured depository institution or any 
institution-affiliated party, based on an examination by FDIC or the 
PFR. The recommendation must be accompanied by a written 
explanation of the concerns giving rise to the recommendation. If, 
within 60 days of such recommendation, the institution's PFR does not 
take the enforcement action recommended by FDIC or provide an 
acceptable plan for responding to the concerns, FDIC may petition the 
FDIC Board of Directors for such enforcement action to be taken. Only 
after Board approval may FDIC take action in its capacity as insurer. 
However, the composition of the FDIC Board, which includes the 
Director of OTS and the Comptroller of the Currency, essentially puts 
the enforcement decision back into the hands of the PFR that was 
reluctant to take action in the first place. The statute provides for a 
similar exercise of FDIC's authority in exigent circumstances without 
regard to the 60-day time period; however, such circumstances also 
require approval of the FDIC Board of Directors prior to any action 
being taken. 


“12U.S.C. §1818{t). 
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FOIC Deposit Insurance Assessments 

Prior to the passage of the Federal Deposit Insurance Reform Act of 
2005 and the Federal Deposit Insurance Reform Act Conforming 
Amendments of 2005 (collectively referred to as the Reform Act), FDIC 
was statutorily required to set assessments semiannually. Specifically, 
the FDIC Improvement Act of 1991 (FDICIA) required that FDIC 
establish a risk-based assessment system. To implement that 
requirement, FDIC adopted by regulation a system that placed 
institutions into risk categories based on two criteria: (1) capital levels 
and (2) supervisory ratings, as illustrated in Table 18. In practice, the 
subgroup evaluations were generally based on an institution’s 
composite CAMELS rating. Generally, institutions with a CAMELS 
rating of 1 or 2 were put into supervisory subgroup A. Supervisory 
subgroup B generally included institutions with a CAMELS composite 
rating of 3; and supervisory subgroup C generally included institutions 
with CAMELS composite ratings of 4 or 5. 


Table 18: Risk-Based Assessment Matrix Effective Until January 2007 


Capital Group 

Supervisory Group 

A 

B 

C 

1. Well-Capitalized 

1A 

IB 

1C 

2. Adequately 

Capitalized 

2A 

2B 

2C 

3. Undercapitaiized 

3A 

3B 

3C 


Source: 12 CFR Part 327, Final Rule Supplemental Information. 


A risk-based system is defined as one based on an institution’s 
probability of causing a loss to the Deposit Insurance Fund due to the 
composition and concentration of the institution's assets and liabilities, 
the amount of loss given failure, and the revenue needs of the fund. 
Provisions in the Reform Act continued to require that the assessment 
system be risk-based but allowed FDIC to define risk broadly. Under 
the rule adopted by FDIC to implement the Reform Act, deposit 
insurance assessments are collected after each quarter ends — which 
was intended to allow for consideration of more current information 
than under the prior rule. Effective January 1 , 2007, the nine risk 
classifications in the risk-based assessment matrix were consolidated 
into four risk categories. However, the implementing regulation 
continued to use capital ratios and supervisory ratings to determine an 
institution's risk category. Table 19 shows the relationship between the 
old nine-cell matrix and the new risk categories. 
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Table 19: New Risk Categories Effective January 2007 


Capital Group 

Supervisory Group 

A 1 B 

c 

1 . Weli<Capitaiized 

1 1 

III 

2. Adequately 

Capitalized 

ii 

3. Undercapitalized 

ill 

IV 


Source: FDiC's Website - Deposit Insurance Assessments - Key Provisions Pertaining to 
Risk-based Assessments. 


The amount each institution is assessed is based upon factors that 
include the amount of the institution’s domestic deposits as well as the 
degree of risk the institution poses to the insurance fund. For large 
institutions (generally those institutions with $10 billion or more in 
assets) that have long-term debt issuer ratings, base assessment rates 
are determined from weighted average CAMELS component ratings 
and long-term debt issuer ratings. For larger Risk Category I 
institutions, additional risk factors will be considered to determine if the 
assessment rates should be adjusted up to a 'A basis point higher or 
lower. This additional information includes market data, financial 
performance measures, considerations of the ability to withstand 
financial stress, and loss severity indicators. 
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An acronym for the performance rating components; 
Capital adequacy, Asset quality, Management practices, 
Earnings performance. Liquidity position, and Sensitivity 
to market risk. Numerical values range from 1 to 5, with 1 
being the highest rating and 5 representing the worst- 
rated banks. 

As defined by OTS, a group of similar types of assets or 
liabilities that, when aggregated, exceed 25 percent of a 
thrift’s core capita! plus allowance for loan and lease 
losses. Concentrations may include direct, indirect, and 
contingent obligations or large purchases of loans from a 
single counterparty. Some higher-risk asset or liability 
types (e.g., residual assets) may warrant monitoring as 
concentrations even if they do not exceed 25 percent of 
core capital plus allowance for loan lease losses. 

Credit scores provided to lenders by credit reporting 
agencies to reflect information that each credit bureau 
keeps on file about the borrower and that are produced 
from software developed by Fair Isaac and Company. 

The credit scores take into consideration borrower 
information such as (1 ) timeliness of payments; (2) the 
length of time credit has been established; (3) the 
amount of credit used versus the amount of credit 
available; (4) the length of time at present residence; and 
(5) negative credit information such as bankruptcies, 
charge-offs, and collections. The higher the credit score 
is, the lower the risk to the lender. 

A widely accepted set of rules, conventions, 
standards, and procedures for reporting financial 
information, as established by the Financial Accounting 
Standards Board. 

A ratio for a single loan and property calculated by 
dividing the total loan amount at origination by the market 
value of the property securing the credit, plus any readily 
marketable collateral or other acceptable collateral. In 
accordance with Interagency Guidelines for Real Estate 
Lending Policies (appendix to 12 C.F.R. § 560.101), 
institutions’ internal loan-to-value limits should not 
exceed (1) 65 percent for raw land; (2) 75 percent for 
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land development; and (3) 80 percent for commercial, 
multifamily, and other nonresidential loans. The 
guidelines do not specify a limit for owner-occupied one- 
to four-family properties and home equity loans. 

However, when the loan-to-value ratio on such a loan 
equals or exceeds 90 percent at the time of origination, 
the guidelines state that the thrift should require 
mortgage insurance or readily marketable collateral. 

Matterjeflujrina A thrift practice noted during an OTS examination 

board. attention that deviates from sound governance, internal control, 

and risk management principles, and which may 
adversely impact the bank's earnings or capital, risk 
profile, or reputation, if not addressed; or result in 
substantive noncompliance with laws and regulations, 
internal policies or processes, OTS supervisory 
guidance, or conditions imposed in writing in connection 
with the approval of any application or other request by 
the institution. A matter requiring board attention (MRBA) 
is not a formal enforcement action. Nevertheless, OTS 
requires that thrifts address the matter, and failure to do 
so may result in a formal enforcement action. 

Mortgage bankinci The term refers to the origination, sale, and servicing of 

mortgages. A mortgage banker takes an application from 
the borrower and issues a loan to the borrower. The 
mortgage banker then sells the loan to an investor and 
may retain or sell the servicing of the loan that includes 
collecting monthly payments, forwarding the proceeds to 
the investor who purchased the loan, and acting as the 
investor's representative for other issues and problems 
with the loan. 

Ngntradjtjgnai mortgages Mortgages that include "interest-only" and "payment 

option" adjustable-rates. These products allow borrowers 
to exchange lower payments during an initial period for 
higher payments during a later amortization period. 

PjpeHne Loans inventoried in an institution’s held-for-sale portfolio 

to be sold to investors. 

PiPiDPlPP-fTSSSYe-actign A framework of supervisory actions, set forth in 12 U.S.C. 

§ 18310, for insured depository institutions that are not 
adequately capitalized. It was intended to ensure that 
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action is taken when an institution becomes financially 
troubled in order to prevent a failure or minimize resulting 
losses. These actions become increasingly severe as a 
thrift falls into lower capital categories. The capital 
categories are well-capitalized, adequately capitalized, 
undercapitalized, significantly undercapitalized, and 
critically undercapitalized. The prompt corrective action 
minimum requirements are as follows: 


Capital Cateqorv 

Total 

Risk-Based 

Tieri/ 

Risk-Based 

Tieri/ 

Leverage 

Well-capitalized® 

10% or 
greater 

and 

6% or 
greater 

and 

5% or greater 

Adequately 

Capitalized 

8% or 
greater 

and 

4% or 
greater 

and 

4% or greater 
(3% for 1 -rated) 

Undercapitalized 

Less 
tt^an 8% 

or 

Less 
than 4% 

or 

Less than 4% (except 
for 1-rated) 

Significantly 

Undercapitalized 

Less 
than 6% 

or 

Less 
than 3% 

or 

Less than 3% 


Has a ratio of tangible equity to total assets that is equal to or 
Critically 2 percent. Tangible equity is defined in 12 C.F.R, § 

Undercapitalized jgj 2 (f) 


" To be well-capitalized, a thrift also cannot be subject to a higher capital 
requirement imposed by OTS. 


Risfcbasgd.capita] 


Risk;weighted_a_ss_et 


§.econdary TOarket 


A thrift’s risk-based capital is the sum of its Tier 1 capital 
plus Tier 2 capital (to the extent that Tier 2 capital does 
not exceed 100 percent of Tier 1 capital). This amount is 
then reduced by (1) reciprocal holdings of the capital 
instruments of another depository institution, (2) equity 
investments, and (3) low-level recourse exposures and 
residual interests that the thrift chooses to deduct using 
the simplified/direct deduction method, excluding the 
credit-enhancing interest-only strips already deducted 
from Tier 1 capital. 

An asset rated by risk to establish the minimum amount 
of capital that is required within institutions. To weight 
assets by risk, an institution must assess the risk 
associated with the loans in its portfolio. Institutions 
whose portfolios hold more risk require more capital. 

Financial market where previously issued securities 
(such as bonds, notes, shares) and financial instruments 
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(such as bills of exchange and certificates of deposit) are 
bought and sold. All commodity and stock exchanges, 
and over-the-counter markets, serve as secondary 
markets which (by providing an avenue for resale) help in 
reducing the risk of investment and in maintaining 
liquidity in the financial system. 

Statedjncpme A stated income mortgage loan is a specialized mortgage 

loan where the mortgage lender verifies employment and 
assets, but not income. Instead, an income is simply 
stated on the loan application (the stated income on the 
application has to be realistic for the employment type). 

TJld.8 -FiDaiLQiaLEl^Q!!? A financial report that thrifts are required to file quarterly 

with OTS. The report includes detailed information about 
the institution's operations and financial condition, and 
must be prepared in accordance with generally accepted 
accounting principles. The thrift financial report for thrifts 
is similar to the call report required of commercial banks. 
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This appendix lists OTS safety and soundness examinations of WaMu from 2003 until the 
thrift's failure in September 2008 and provides information on the significant results of those 
examinations. Generally, MRBAs represent the most significant items requiring corrective 
action found by the examiners. 


Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

(Sbillions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 

3-17-03 

2/222223 

$243 

Matters reaulrina board attention 
Sensitivity to Market Risk: Ensure that 
management fulfills the commitments 
made in the bank’s responses to the 
various findings memos issued during 
the examination. Particular attention is 
directed to upgrading risk management 
practices associated with mortgage 
banking activities. Also important Is the 
Board's commitment to building the 
enterprise-wide risk management 
function, with an emphasis on corporate 
market risk management. 

Corrective actions 

Capital Adequacy; Implement 
appropriate corrective action, as agreed 
to by management, in the responses to 
the various findings memos issued 
during the examination. 

Asset Quality: Implement appropriate 
corrective action, as agreed to by 
management, in the responses to the 
various findings memos issued during 
the examination. 

Management: Monitor implementation 
of corrective actions initiated in response 
to the various findings memos issued 
during the examination. 

Earnings: Implement appropriate 
corrective action, as agreed to by 
management, in the responses to the 
various findings memos issued during 
the examination. 

Liquidity: Implement recommendations 
in Joint Memo 16, as agreed. 

Sensitivity to Market Risk: Implement 
appropriate corrective action, as agreed 
to by management, In the responses to 
the various findings memos issued 
during the examination. 

None 
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Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

(Sbillions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 

3-15-04 

2/222223 

$248 

Matters reauirina board attention 

Asset Quality - Single Family 
Residential Underwriting: Ensure that 
management follows through with plans 
to improve single family underwriting 
practices and gauge the effectiveness of 
these plans through close monitoring by 
Finance Committee of independent 
reviews performed by ERM units. 

Asset Quality - Subprime Borrowers: 
Review and diligently question 
management's definitions of high- 
risk/subprime borrowers and 
recommended portfolio concentration 
limits for loans to such borrowers: 
identify plans to track the performance of 
such loans; and approve a prudent 
subprlme lending strategy. 

Asset Quality - Single Family Loan 
Channel Profitability: Require 
management to provide information on 
single family loan channel profitability, 
particularly the correspondent channel, 
and require thorough explanation for any 
strategy that does not provide an 
acceptable risk-adjusted return. 

Asset Quality - ERM: Obtain updates 
from management on the progress in 
consolidating Residential Quality 
Assurance (RQA), Optimum Support. 
Servicing Quality Assurance, 

Compliance Review, and other review 
functions within ERM. Finance 

Committee should ensure that 
management maintains integrity of RQA 
and Compliance Review activities during 
and after consolidation and provide 
support to RQA In terms of making sure 
it obtains timely and appropriate 
responses to findings from line 
management. 

Asset Quaiity/Sensitivity ~ Data 
Management; Monitor management's 
progress in improving the management 
and accuracy of pipeline and warehouse 
data, including plans to reduce the 
manual control process. 

Sensitivity - Mortgage Servicing 

None 
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Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

($billions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 




Rights (MSR): Continue to focus 
attention on understanding the behavior 
of the bank's MSR. particularly in terms 
of hedge performance. Require 
management to either reduce 
concentration risk or enhance MSR risk 
management capabilities to reduce 
volatility, including risk limit setting 
process. 

Sensitivity - Net Income Scenario 
Analysis; Discuss expectations with 
management for net income scenario 
analysis that should be presented to the 
Board on a regular basis. Ensure 
management expands the range of 
interest rate environments for 
presentahon of net income, net interest 
Income, and net portfolio value 
sensitivity information to the Board. 
Monitor management's progress in 
completing the development of 
prepayment models. 

Management- ERM; Monitor and 
obtain reports from management on 
status of ERM function in terms of 
effectiveness and resource adequacy, 
Management - Cost^Cutting 

Measures; Ensure cost-cutting 
measures are not impacting critical risk 
management areas. 

Management - Organizational 

Changes; Closely monitor impact of 
organizational changes, particularly In 
terms of making sure adequate, 
committed resources support an 
experienced management team. 

Corrective actions 

Capital Adequacy; None. 

Asset Quality: Implement appropriate 
corrective actions as agreed to in 
management’s responses to the various 
findings memos issued during the 
examination. 

Management; Implement the required 
actions set forth in the MRBAs section of 
the report and monitor implementation of 
corrective actions initiated in response to 
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Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

($billions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 




the various findings memos issued 
during the examination. 

Earnings: None. 

Liquidity; Implement recommendations 
in Joint Memo #1, as agreed. 

Sensitivity to Market Risk; Implement 
appropriate corrective actions as agreed 
to by management in the responses to 
the various findings memos issued 
during the examination. 


3-14-05 

2/222222 

$306 

Matters reauirina board attention 

Asset Quality - SFR Underwriting; 

Ensure that management follows 
through with plans to improve SFR 
underwriting and appraisal practices and 
gauge the effectiveness of these plans 
through close monitoring of independent 
reviews performed by ERM units. 

Asset Quality - Credit Risk Oversight 
(CRO): Ensure that the Board is 
receiving and reviewing appropriate 
reports from CRO summarizing loan 
review activities and trends. Ensure that 
CRO is appropriately developing and 
executing an adequate Performance 

Plan. Support CRO in obtaining timely 
and appropriate responses to findings 
from line management. 

Management - ERM: Monitor and 
obtain reports from management on 
status of ERM in terms of effectiveness 
and resource adequacy. Maintain open 
dialog between the Board. Chief 

Enterprise Risk Officer (CERO), and 
general auditor. Be prepared to review 
criticality plans for integrating Providian’s 
risk management organization into 
WaMu's, ensuring that staffing levels 
and expertise are commensurate with 
the risks and complexities of the 
combined organizations, and that strong 
risk controls remain in place through the 
integration process. 

Corrective actions 

Capital Adequacy: Implement the 
required Basel ii/economic capital 
allocation model development monitoring 

None 
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OTS WaMu Examinations and Enforcement Actions 


Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

($billions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 




actions set forth In the MRBA section of 
the report. 

Asset Quality: Implement the required 
actions set forth in the MRBAs. Monitor 
implementation of corrective actions 
initiated in response to the various 
findings memos issued during the 
examination. 

Management: Implement the required 
actions set forth in the MRBAs. Monitor 
implementation of corrective actions 
initiated in response to the various 
findings memos Issued during the 
examination. 

Earnings: None. 

Liquidity: No findings memos were 
issued in this area; however, 
management is expected to follow 
through with its corrective actions 
initiated in response to the Interna! Audit 
report on branch profitability. 

Sensitivity to Market Risk: Senior 
management and the Board should 
closely monitor progress on the pipeline 
and pricing control automation project 
and provide sufficient support to ensure 
timely Implementation. 


3-13-06 

2/222222 

$347 

Matters reouirina board attention 

Asset Quality - Subprime SFR 
Underwriting: Ensure that 
management follows through with its 
commitment to reduce underwriting 
deficiencies within established limits by 
December 31, 2006, through close 
monitoring of reviews performed within 
the business unit and overseen by ERM. 
Management - ERM: Continue to 
monitor and obtain reports from 
management on the status of ERM to 
ensure its effectiveness and adequacy of 
resources. Maintain open dialog 
between the Board, the CERO, and 
general auditor. ERM should provide an 
important check and balance on profit- 
oriented units and warrants strong Board 
commitment and support, particularly 
given the bank’s current strategy 

Involving increased credit risk. 

None 
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OTS WaMu Examinations and Enforcement Actions 


Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

(Sbillions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 




Corrective actions 

Capital Adequacy: None. 

Asset Quality: Implement the required 
actions in the MRBA section of this 
report. In addition, monitor 
impiementaUon of <x)rrective actions 
initiated in response to the various 
findings memos issued during the 
examination. 

Management: Implement appropriate 
corrective action as agreed by 
management in ttieir various written 
responses to findings memos issued 
during the examination. 

Earnings: None. 

Liquidity: None. 

Sensitivity to Market Risk: 

Management should implement the 
corrective actions set forth in the bank's 
response to S&S Findinq Memo #17. 


1-08-07 

2/222212 

$318 

Matters reouirina board attention 

Asset Quality - Subprime SFR 
Underwriting: Ensure that 
management reduces underwriting 
deficiencies to the tolerance levels 
agreed upon in response to Asset 

Quality Findings Memo 3. 

Management - Enterprise Risk 
Management: Continue to monitor and 
receive reports on the status of ERM to 
ensure its effectiveness and that 
appropriate resources and support are 
provided for this function. Maintain open 
dialog between the Board, CERO, and 
general auditor. ERM should provide an 
important check and balance on profit- 
oriented units and warrants strong Board 
commitment and support. 

Corrective actions 

Capital Adequacy: None 

Asset Quality: (1) Ensure corrective 
actions as indicated in responses to 
various asset-quality findings memos are 
implemented in a timely manner and (2) 
implement required corrective actions 
identified in the MRBAs. 

Management: (1) Implement required 

Cease & desist 
order related to 
deficiencies in 
BSA/AML on 
10/17/07. 
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OTS WaMu Examinations and Enforcement Actions 


Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

(Sbillions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 




acticM^s set forth in the MRBA section of 
the ROE and the enforcement actions 
resulting from the Bank Secrecy Act 
(BSA) Anti-Money laundering (AML) 
defidencies and civil money penalty 
resulting from the Commercial Flood 
Insurance violations and (2) implement 
the corrective actions agreed to by 
management in its written responses. 
Earnings: None. 

Liquidity: None. 

Sensitivity to Market Risk: None. 


9-10-07 

3/343432 

Changed 

to 

4/343442 
on 9-18-08 

$318 

Matters reauirina board attention 

Asset Quality - SFR Lending: 

Conduct an independent review of the 

SFR lending process to determine 
whether weaknesses identified in the 
Corporate Fraud Investigation (April 4. 
2008) are systemic and to identify any 
other internal control or underwriting 
weaknesses. Develop a plan for 
correcting any weaknesses identified. 
Asset Quality - ALLL: Continue to 
refine and develop an effective ALLL 
methodology and maintain an adequate 
ALLL at ail times. 

Management - Board Information; 
Assess information provided to the 

Board to ensure that the Board receives 
sufficient, consistent, and 
understandable information from 
management to appropriately assess the 
bank’s risk. 

Management - Board Committee 
Structure: Assess the current Board 
committee structure to determine 
whether the risk factors are appropriately 
delineated among current committees. 
Management -ERM: Ensure that 
management develops an effective ERM 
fijnction and that appropriate resources 
and support are provided for this 
ftjnctlon. ERM should provide an 
important chec^ and balance on profit- 
oriented units and therefore warrants 
strong Board commitment and support. 
Management - Strategic Plan; 

Continue to develop and finalize the new 

February 27, 2008, 
OTS required a 

Board Resolution 
(informal 
enforcement 
action) addressing 
the general areas 
of concern in asset 
quality, earnings, 
and liquidity. WaMu 
adopted the 
resolution on 

March 17, 2008. 

July 2008, OTS 
requested a 
Memorandum of 
Understanding 
(MOU) (an informal 
enforcement 
action) to address 
the 2008 
examination 
findings: the MOU 
was signed on 
September 7, 

2008. 
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OTS WaMu Examinations and Enforcement Actions 


Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

($billions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 




Strategic plan that is currently a work in 
progress. 

Corrective actions 

Capital Adequacy: Management must 
(1) update capital projections 
expeditiously to reflect any material 
change in the bank's operating condition, 
but no less than quarterly and (2) 
maintain capital at internal capital levels 
agreed upon wth OTS. 

Asset Quality: 

• Ensure that corrective actions 
indicated in the responses to the 
various Asset Quality related 
findings memoranda are 
implemented in a timely manner. 

• Perform an assessment of the 
control weaknesses related to SFR 
underwriting that were identified in 
the internal Corporate Fraud 
investigations Report (April 2008) 
and correct all deficiencies noted. 

• Continue to refine and develop an 
effective ALLL methodology. 

• Ensure that ALLL Is maintained at an 
adequate level at all times. 

• Cease “stated income” lending for all 
mortgage loans and all other loans 
over $50,000. 

• Ensure that the bank adequately 
documents the borrower's ability to 
pay on all non-mortgage loans over 
$50,000. 

Management: 

• Implement the actions set forth in the 
MRBA section of this report. 

• Ensure full compliance with the 
requirements of all outstanding 
enforcement actions. 

• Implement the corrective actions 
agreed to by management in the 
written responses to findings memos 
issued during the examination. 

• Submit the Strategic Business Plan 
as requested. 

• Strengthen the Compliance Manager 
position. 
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OTS WaMu Examinations and Enforcement Actions 


Date 

Exam 

Started 

CAMELS 

Rating 

Total 

Assets 

($billions) 

Significant safety and soundness 
matters requiring board attention 
and corrective actions cited in 
reports of examination 

Enforcement 

Action 




Earnings; Monitor actual versus 

projected operating results and keep 

OTS informed of material differences. 

Liquidity; 

• Cure violations of the WaMu 

Liquidity Management Standard as 
soon as possible, but no later than 
October 30, 2008. Maintain 
sufficient liquidity thereafter. 

• Improve reporting of uninsured 
deposits and brokered deposits in 
liquidity risk reports to management 
and the Board, as detailed in SS 
Memo #6 - Liquidity Risk Reporting. 

Sensitivity to Market Risk; 

• Enhance the net portfolio value 
(NPV) modeling process particularly 
relating to Option adjustable rate 
mortgages (ARM) loan and subprime 
loan valuations. 

• Introduce non-parallel stress 
scenarios to complement the 
existing parallel shift stress 
scenarios within the Downside Net 
Interest Margin measure. 
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Office of Thrift Supervision ^ sowm* 

Department of the Treasury Aning Dirrnnr 

1 700 G Siriin. N W.. Wiishingion. DC 20552 • (202) 906-6J72 


March 30. 2010 


MEMORANDUM FOR; Eric M. Thorson 
Inspector General 
Department of the Treasury 

Jon T. Rymer 
Inspector General 

Federal Deposit Insurance Corporation 

FROM: John E. Bowman 

Acting Director 

SUBJECT : Draft Audit Repoi on^e "Evaluation of Federal Regulatory 

Oversight of Wasmrrpon Mutual Bank” 


Thank you for the opportunity to comment on your draft audit report entitled "Evaluation of 
Federal Regulatory Oversi^t of Washington Mutual Bank." We received the draft report on 
March 16'*’. and previously had an opportunity to review a discus.sion draft of the report. The 
report focuses on causc.s of the failure of Washington Mutual (Wamu). the Office of Thrift 
Supervision’s (OTS) supervision of Wamu. and the Federal Deposit Insurance Corporation’s 
(FDIC) monitoring of Wamu and assessment of insurance premiums. 

The closure of Wamu approximately a year and a half ago during the middle of the recent 
economic downturn resulted in no loss to the Deposit Insurance Fund (DIF). Since there was no 
loss to the DIF. a material loss review (MLR) was not mandated under Section 38(k) of the 
Federal Deposit Insurance Act 12 U.S-C. l83lo(k)- We understand that your offices undertook 
this joint review as an exercise in good govemment. 

The draft audit report makes one recommendation to OTS: 

Specifically, OTS should use its own internal report of examination system to formally 
track the status of examiner recommendations and related thrift corrective actions. 

Draft report at pp. 4 and 55. 
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Page 2 

OTS is committed to strengthening its supervisory process and has been responsive to 
recommendations and lessons learned from both prior internal failed bank reviews and MLRs by 
Treasury's Inspector General. 

OTS fully concurs with the report's one recommendation stated above and already ha.s systems in 
place to implement that recommendation. In October 2007 a new follow up function was added 
to OTS's internal Examination Data Sysicm^epons of Examination (EDS/ROE) to require 
examiners and other Regional staff to associate dates and comnwnts with matters requiring board 
attention and other material matters identified during an examinatitm that require follow-up. 

Five new reports were added to EDS/ROE (Summary. List View. Hi-story. Reason Summary and 
an Excel spreadsheet report) to provide staff with the tools necessary to monitor follow up items, 
This follow-up system is well populated and actively used by staff and monitored by senior 
management. 

In the case of Wamu. the centralized internal follow up system was not fully utilized when it 
became available in late 2(X)7 for a variety of reasons. OTS management is unaware of any other 
OTS-regulaied institution that is not tracked in the OTS internal foitow-up sy.siem. 

Thank you again for the opportunity to review and respond to your draft report. We appreciated 
the professionalism and courtesies provided by the staff of both Office.s of Inspector General. 

We look forwwd to reading your report on objective 4 of this review, noted at p.2. regarding the 
assessment of the resolution process regarding Wamu 


cc: Sheila C. Bair 

Chairman. FDIC 
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Federal Deposit Insurance Corporation 

550 17lh Street fW. Washington. D C. 20429-9990 Office of the Chairman 


March 30, 2010 

TO: John T. Rymer, Inspector General 

Federal Deposit Insurance Corporation 

Eric M. Thorson, Inspector General 
Department of the Treasury 

FROM: Sheila C. Bair, Chairman 

Federal Deposit Insurance Corjwration 

SUBJECT: FDIC Response to the Evaluation of Federal Regulatory Oversight of 
Washington Mutual Bank 

Thank you for the opportunity to review and comment on the joint Offices of Inspector 
General (OIG) report entitled, Evaluation of Federal Regulatory Oversight of Washington 
Mutual Bank (Report No. EV AL- 1 0*002). The report identifies impediments to the FDlC’s 
back-up supervisory authority inherent in the interagency agreement governing information 
sharing that limit the FDIC's ability to assess the potential risk of an institutional failure and the 
resulting impact on the Deposit Insurance Fund (DIF). The report also notes concerns about the 
FDIC's reliance on CAMELS ratings for the purpose of establishing risk-based premiums for 
deposit insurance coverage. It includes recommendations to address both issues. 

The FDIC has also been concerned about these issues, particularly with respect to large 
depository institutions that pose significant risk to the DIF, and FDIC staff has been working for 
some time on proposals to address both of these concerns. The report specifically recommends 
that the FDIC “revisit the interagency agreement governing information access and back-up 
examination authority for large insured depository institutions to ensure it provides the FDIC 
with sufficient access to information necessary to assess risk to the DIF.” The FDIC agrees with 
this recommendation and has been actively working with the other primary federal regulators 
(PFRs) to develop modifications to the agreement that will provide the FDIC with greater access 
to information about the risks posed by these institutions. 

Proposed new memoranda of understanding with each of the other PFRs will be 
presented to the Board of Directors for its approval in the near future. The revised memoranda 
of understanding will clearly define for large depository institutions with $10 billion or more in 
assets (a) the extent of the FDIC on-site presence at these institutions; (b) the type of information 
that will be shared; and (c) the extent of FDIC access to information, the PFR and bank 
personnel. We are hopeful that agreements can be reached in the near future. In any event, 
please be assured that the FDIC is committed to using all available legal authority to acquire 
timely access to information related to the risks that institutions pose to the Deposit Insurance 
Fund. 
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The report also recommends that the FDIC “revisit the FDIC Deposit Insurance 
Regulations to ensure those regulations provide the FDIC with the flexibility needed to make its 
own independent determination of an institution’s risk to the DIF rather than relying loo heavily 
on the primary regulator’s assignment of CAMELS ratings and capital levels.” The FDIC also 
agrees with this recommendation and has been developing for consideration by the Board of 
Directors a proposed new deposit insurance pricing system for large banks that better 
differentiates risks and does not rely on external ratings. 1 fully expect that a new pricing system 
will be adopted soon by the Board, following the completion of appropriate rulemaking 
processes, and will be implemented by the end of the year. 

In closing, I would like to reafFirm the FDlC’s determination to move quickly to address 
the lessons learned from the current financial crisis and to strengthen its overall financial 
regulatory framework. The recommendations in the joint OIG report are an important 
component of that effort. 

cc: John E. Bowman, Acting Director 
Office of Thrift Supervision 
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Major Contributors to this Report 


FDIC OIG Headquarters 

Margaret B, Wolf, Senior Audit Specialist 
Ann R. Lewis, Senior Audit Specialist 
Diana L. Chatfield, Program Analyst 
Adriana Rojas, Associate Counsel 

E. Marshall Gentry, Acting Assistant Inspector General for Evaluations 

T reasury OIG Boston Office 

Maryann Costello, Senior Auditor 
Jason E. Madden, Auditor 

Donald P. Benson. Audit Director 

Treasury OIG Headquarters 

Marla A. Freedman, Assistant Inspector General for Audit 
Robert A, Taylor, Jr., Deputy Assistant Inspector General for Audit 

Referencers 

Jill A, Lennox, FDIC OIG 
Erin K, Shea, FDIC OIG 
Corinne M. Moriarty, FDIC OIG 


Evaluation of Federal Regulatory Oversight of Washington Mutual Bank Page 91 


VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 


PO 00000 


Frm 00594 Fmt6601 


Sfmt 6601 


P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


581 


VerDate Nov 24 2008 


Appendix 8 

Final Report Distribution 


The Department of the Treasury 

Deputy Secretary 

Office of Strategic Planning and Performance Management 
Office of Accounting and Internal Control 

Federal Deposit Insurance Corporation 

Chairman 
Board of Directors 

Director, Division of Supervision and Consumer Protection 
Director, Division of Insurance and Research 
Director, Office of Enterprise Risk Management 

Office of Thrift Supervision 

Acting Director 
Liaison Officer 

Office of Management and Budget 

OIG Budget Examiner 

United States Senate 

Chairman and Ranking Members 

Committee on Banking, Housing, and Urban Affairs 

Committee on Finance 

Permanent Subcommittee on Investigations, Committee on 
Homeland Security and Governmental Affairs 

U.S. House of Representatives 

Chairman and Ranking Member 
Committee on Financial Services 

Comptroller General of the United States 

Acting Comptroller General 
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United States Govemroent Accoimtability Office 


GAO 

Testimony 

Before the Subcommittee on Securities, 
Insurance, and Investments, Committee 
on Banking, Housing, and Urban Affairs, 
U.S. Senate 

For Release on Delivery 

Expected at 2:30 p.m, EDT 
Wednesday, March 18, 2009 

FINANCIAL REGULATION 

Review of Regulators’ 
Oversight of Risk 
Management Systems at a 
Limited Number of Large, 
Complex Financial 
Institutions 


statement of Orice M. Williams, Director 

Financial Markets and Community Investment 


^ GAO 

Accountability • Integrity • Reliability 


GAO-09-499T 

Permanent Subcommittee on Investipafinns 



EXHIBIT #83 
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March 2009 


A GAO 

Aecouirtamity- Ifitegfit^ Rella&l^ 

Highlights 

Highlights of GAO-09-499T, a testimony to 
the Subcommittee on Securities, 
insurance and Investments. Committee on 
Banking. Housing, and Urban Affairs, 

U.S, Senate 


FINANCIAL REGULATION 

Review of Regulators’ Oversight of Risk Management 
Systems at a Limited Number of Large. Complex 
Financial Institutions 


Why GAO Did This Study What GAO Found 


Financial regulatore have an 
important role in assessing risk 
management systems at fmandal 
institutions. Analyses have 
identified inadequate risk 
management at large, complex 
financial institutions as one of the 
causes of the current financial 
criste. The failure of the institutions 
to appropriately identify, measure, 
and manage their risks has raised 
questions not only about corporate 
governance but also about the 
adequacy of regulatory oversight of 
risk management systems. 

GAO'S objectives were to review 

(1) how regulators oversee risk 
management at these institutions, 

(2) the extent to which regulators 
identified shortcomings in risk 
management at certain instirutions 
prior to the summer of 2007, and 

(3) how some aspects of the 
regulatory system may have 
contributed to or hindered the 
oversight of risk management, GAO 
built upon its existing body of 
work, evaluated the examination 
guidance used by examiners at U.S. 
banking and securities regulators, 
and reviewed examination reports 
and work papers from 2006-2008 
for a selected sample of large 
institutions, and horizontal exams 
that included additional 
institutions. 

In January 2009, GAO designated 
the need to modernize the financial 
regulatory system as a high risk 
area needing congressional 
attention. Regulatory oversight of 
risk management at large, financial 
institutions, particularly at the 
holding company level, should be 
considered part of that effort. 

Viev/ GAO-09-499T or key components. 

For more information, contact Once Williams 
at (202) 512-8678 or witliamsoe'gao.gov. 


The banking and securities regulators use a variety of tools to identify areas of 
risk and assess how large, complex financial institutions manage their risks. 
The banking regulatore-Federal Reserve, Office of the Comptroller of the 
Currency (OCC), and the Office of Thrift Supervision (OTS)— and securities 
regulators— Securities and Exchange Commission (SEC) and the Financial 
Industry Regulatory Autitority (FINRA) — use somewhat different approaches 
to oversee risk management practices. Banking examiners are assigned to 
continuously monitor a single institution, where they engage in targeted and 
horizontal examinations and assess risks and the quality of institutions' risk 
management systems. SEC and FINEIA identify areas of high risk by 
aggregating infonnation from examiners and officials on areas of concern 
across broker-dealers and by monitoring institutions. SEC and FINRA conduct 
discrete targeted and horizontal examinations. The banking regulators 
focused on safety and soundness, while SEC and FINRA tended to focus on 
compliance with securities rules and laws. All regulators have specific tools 
for effecting change when they identify weaknesses in risk management at 
institutions they oversee. 

In the examination materials GAO reviewed for a limited number of 
institutions, GAO found that regulators had identified numerous weaknesses 
in the institutions' risk management systems before the financial crisis began. 
For example, regulators identified inadequate oversight of institutions’ risks 
by senior management. However, the regulators said that they did not take 
forceful actions to address these weaknesses, such as changing their 
assessments, until the crisis occurred because the institutions had strong 
financial positions and senior management had presented the regulators with 
plans for change. Regulators also identified weaknesses in models used to 
measure and manage risk but may not have taken action to resolve these 
weaknesses. Finally, regulators identified numerous stress testing 
weaknesses at several large institutions, but GAO’s limited review did not 
identify any instances in w’hich weaknesses prompted regulators to take 
aggressive steps to push institutions to better understand and manage risks. 

Some aspects of the regulatory system may have hindered regulators' 
oversight of risk management First, no regulator systematically looks across 
institutions to identify factors that could aiffect the overall financial system. 
While regulators periodically conducted horizontal examinations on stress 
testing, credit risk practices, and risk management for securitized mortgage 
products, they did not consistently use the results to identify potential 
systemic risks, Second, primary bank and functional regulators’ oversee risk 
man^ement at the level of the legal entity within a holding comply while 
large entities manage risk on an enterprisewide basis or by business lines that 
cut across legal entities. As a result, these regulators may have only a limited 
view of institutions’ risk management or their responsibilities and activities 
may overlap with those of holding company regulators. 


.United States Government Accountability Office 
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Mr. Chairman and Members of the Subcommittee: 

I appreciate the opportunity to participate in today’s hearing on regulators’ 
oversight of risk management at large, complex, financial institutions. As 
you know, financial regulators have a role in assessing the risk 
management systems at the financial institutions they supervise. This 
oversight is a responsibility of both federal regulatory agencies, including 
the Federal Reserve System (Federal Reserve), the Office of the 
Comptroller of the Currency (OCG), the Office of Thrift Supervision 
(07^), and the Securities and Exchange Commission (SEC), and of self - 
regulatory organizations, such as the Financial Industry Regulatory 
Authority (FINRA). Several significant analyses of the current financial 
crisis, which has threatened the stability of the financial system and led to 
the insolvency of some large U.S. financial institutions, have identified 
inadequate risk management at large financial institutions as one of the 
causes of the crisis.' M 2 uor institutions across the financial sector — 
Lehman Brothers, Washington Mutual, and Wachovia — have failed or been 
rescued at the last moment by mergers and acquisitions, and the factors 
that led to these failures such as poor underwriting standards for 
mortgages and a lack of understanding of the risks posed by some 
structured products, as well as the failures themselves, have led to 
instability of the financial system in the United States. The failures of these 
institutions to appropriately identify, measure, and manage their risks 
have raised serious questions about the adequacy of the regulators' 
oversight of risk management. Moreover, these failures raise a number of 
questions ^out what lessons can be learned from the current crisis that 
should be considered as Congress and the Administration begin to rethink 
the current financial regulatory system. 

My statement today focuses on our review of regulators’ oversight of risk 
management systems at a limited number of large, complex financial 
institutions (initiated at the request of Chairman Reed) as well as our past: 
work on the federal regulatory system. Specifically, I will discuss (1) how 


‘Senior Supervisors Group, Observa tion on Risk Management Practices during the Recent 
Market Thirbulence, March 6, 2008; The President's Working Group on Financial Markets, 
Policy Statement on Financial Market Developments, March 13, 2008; Financial Stability 
Forum Report of the Financial Stability Foinm on Enhancing Market and Institutional 
Resilience, April 7, 2008; and Basel Conxmittee on Banking Supervision: The Joint Forum, 
Oross-secioral review of group-wide identification and management of risk 
concentrations, April ^)08. Institute of International Fineince, Final Report, of the IIF 
Committee on Market Best Practices: Principles of Conduct, and Best Practice 
Recommendations — Industry Response to the Market Turmoil of 2007-2008, July 2008. 
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regulators oversee risk management al large financial institutions, (2) the 
extent to which regulators identified shortcomings in risk management at 
selected institutions prior to the beginning of the financial crisis in the 
summer of 2007, and (3) how some aspects of the regulatory system may 
have contributed to or hindered the oversight of risk management. 

To prepare for this testimony, we built upon our existing body of work on 
regulatory oversight of risk management.^ We evaluated the examination 
guidance used by examiners at the Federal Reserve, OCC, OTS, and SEC. 
We also conducted a literature review to identify good risk management 
practices. We identified and used as criteria The Committee of Sponsoring 
Organizations of the Treadw'ay Commission’s (COSO) Enterprisewide 
Risk Management — Integrated Framework and several analyses of risk 
management as they relate to the current financial crisis including the 
Institute of International Finance’s (IIF) Final Report of the IIF 
Committee on Market Best Practices: Principles of Conduct and Best 
Practice Recommendations and the Senior Supervisor Group’s 
Observations on Risk Management Practices During Recent Turbulent 
Times. Finally, for the the period 2006-2008, we reviewed the authorities 
under which the regulators exercise oversight of risk management, 
examination reports, and workpapers supporting these reports for a small 
number of large financial institutions that we selected. The results cannot 
be projected to the universe of large complex institutions but rather 
provide examples of risk management oversight at the selected 
institutions. In this regard, I note that the statutory authority providing for 
GAO audits of the federal bank regulators generally prohibits GAO from 
disclosing regulatory nonpublic information identifying an open bank. 
Therefore, we will not disclose the banking institutions included in our 
study or detailed information obtained from the examinations or 
interviews with the examination staff, 

We conducted this work from December 2008 to March 2009 in 
accordance with generally accepted government auditing standards. Those 


*GA0, Financial Market Regulation: Agencies Engaged in Consolidated Supervision Can 
Stj-engthen Performance Measurement and Coilabo-ration, OAO-07-1-M (Wasiungton, D.C.: 
Mar. } 5, 2007); Risk-focused Bank Examinations: Regulators of Large Banking 
Organizations Face ChaUenges, GACV(JGT)-0()-48 (Washington, D,C.: Jan. 24, 2000); Risk- 
Based Capital: ReguUitory and Indtistry Approaches to Capital and Risk, 
G.AO/G(in-9ft-153 (Washington, D.C.: July 20, 1998); Financial Derivatives: Actions Taken 
or Proposed Since May 1994, G.AO/<.KjD/AIMU- 97*8 (Washington, D C.; Nov. 01, 1998) 
GAO/GGD/A1MD-97-S; and Financial Derivatives: Actions Needed to Protect the Financial 
System, GA0/GGD4>4-1:13, (Washington, D.C.; May 18. 1994). 
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standards require that we plan and perform the audit to obtain sufficient 
evidence to provide a reasonable basis for our findings and conclusions 
based on our audit objectives. We believe that the evidence obtained 
provides a reasonable basis for our findings and conclusions based on our 
audit objective. 


In Summary 


The Federal Reserve, OCC, OTS, and SEC maintain continuous contact 
with large, complex institutions, using a risk-based examination approach 
that aims to identiiy areas of risk and assess these institutions’ risk 
man^ement systems but the approaches of banking and securities 
regulators varies somewhat across regulators. The banking regulators 
(Federal Reserve, OCC, and OTS) use a combination of supervisory 
activities, including informal tools and examination-related activities to 
assess the quality of risk management. For example, bank examiners 
review die activities, products, and services that an institution engages in 
to identiiy risks and then through continuous monitoring and targeted 
examinations assess how the institution manages those risks. Banking 
examiners use the information they gather to assign a rating that, among 
other things, includes an assessment of the quality of the institutions’ risk 
management systems including its governance and policies. The Federal 
Reserve and OCC have detailed risk assessment frameworks or processes. 
Both OCC and the Federal Reserve conduct a number of targeted 
examinations. SEC’s and FINRA’s risk management assessment of broker- 
dealers primarily relies on discrete targeted examinations to determine 
whether institutions are in compliance with regulatory rules and securities 
laws. Generally, all the regulators look at risk management at the 
institutional level, but they also perform horizontal examinations — 
coordinated supervisory reviews of a specific activity, business line, or 
risk management practice across a group of peer institutions. When bank 
regulators identify weaknesses in risk management at an institution, they 
have a number of informal and formal supervisory tools they can use for 
enforcement and to efi’ect change.^ Similarly, SEC and FINRA have 
specific tools for effecting risk management improvements that are used 
when institutions are not in compliance with specific rules or regulations. 


^Infonnal enforcement actions include commitment letters, memoranda of understanding, 
and for bank regulators safety and soundness plan. P’ormal actions are authorized by 
statute, are generally more severe, and are disclosed to the public. Formal actions include 
consent orders, cease and desist orders and formal written agreements, among others. 
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In the examination materials we reviewed, we found that regulators had 
identified numerous weaknesses in the institutions’ risk management 
systems prior to the beginning of ti\e financial crisis; however, regulators 
did not effectively address the weaknesses or in some cases fully 
appreciate their magnitude until the institutions were stressed. For 
example, 

• Some regulators found that institutions’ senior management oversight of 
risk management systems had significant shortcomings, such as a lack of a 
comprehensive means to review enterprisewide risks, yet some regulators 
gave the institutions satisfactory assessments until the financial crisis 
occurred. 

• Regulators identified other risk management weaknesses, such as the 
testing and validation of models used to assess and monitor risk exposures 
and price complex instruments. For example, some regulators found that 
institutions had not tested the assumptions in models used to evaluate 
risks — such as the likelihood of a borrower to default — but, for at least 
one institution, examiners did not prohibit the institutions from using 
untested models nor did they change their overall assessment of the 
institutions’ risk management program based on these findings. 

• In a 2006 review, the Federal Reserve found that none of the large, 
complex banking institutions it reviewed had an integrated stress testing 
program that incorporated ail mj^or financial risks enterprisewide, nor did 
they test for scenarios that would render them insolvent, 

In these instances, regulators told us that they did not fully appreciate the 
risks to the institutions under review or the implications of the identified 
weaknesses for the stability of the overall financial system. One regulator 
told us it was difficult to identify all risk management weaknesses untU 
these systems became stressed by the financial crisis. 

Some aspects of the regulatory system may have hindered regulators’ 
oversight of risk management. One is that no regulator systematically and 
effectively looks across ail large, complex financial institutions to identify 
factors teat could have a dest 2 ibiiizing affect on the overall financial 
system. As a result, both banking and securities regulators continue to 
assess risk management primarily on an individual institutional level. Even 
when regulators perform horizontal examinations across institutions in 
areas such as stress testing, credit risk practices, and the risks of 
structured mortgage products, teey do not consistently use the results to 
identify potential systemic risks. In addition, in 2005, when the Federal 
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Reserve implemented an internal process to evaluate financial stability 
issues related to certain large financial institutions, it did not consider 
risks on an integrated basis and, with hindsight, we note that it did not 
identify in a timely manner the severity of the risks that ultimately led to 
the failure or near failure of some of these institutions and created severe 
instability in the overall financial system. Another aspect of the regulatory 
system that hinders regulators’ oversight of risk management, by creating 
areas of overlap or limiting their view of risk management, comes from 
primary bank and functional regulators — such as the regulator of a 
broker-dealer — overseeing risk management at the level of a legal entity 
within a holding company that owns a number of subsidiary entities. While 
these regulators focus on depositories or broker-dealers, large financial 
institutions manage risks on an enterprisewide basis or by business lines 
that cut across legal entities. To the extent that a primary bank or 
functional regulator concentrates on the risks of a legal entity within an 
enterprise, the regulator will have a limited view of how the enterprise as a 
whole manages risk. On the other hand, if the regulator reviews risks 
outside the legal entity, it may be duplicating the oversight activities of 
other regulators including the holding company regulator. Finally, when a 
financial institution manages risks such as market risk across the 
depository and broker dealer, the primary bank and broker-dealer 
regulators may be performing duplicative oversight of certain functions as 
weD. 


Background 


Financial institutions need systems to identify, assess, and manage risks to 
their operations from internal and external sources. These risk 
management systems are critical to responding to rapid and unanticipated 
changes in financial markets. Risk management depends, in part, on an 
effective corporate governance system that addresses risk across the 
institution and also within specific areas of risk, including credit, market, 
liquidity, operational, and leg2ii risk.^ The board of directors, senior 


‘Credit risk is the potential for financial losses resulting from the failure of a borrower or 
counterparty to perform on an obligation. Meirket risk is the potential for financial losses 
due to the increase or decrease in the value or price of an asset or liabUity resulting from 
broad movements in prices, such as interest rates, commodity prices, stock prices, or the 
relative value of currencies (foreign exchange). Liquiditj' risk is the potent!^ for financial 
losses due to an institution’s failing to meet its obligations because of an irtability to 
liquidate assets or obt^ adequate funding. Operational risk is the potential for unexpected 
financial losses due to inadequate information systems, operational problems, and 
breaches in internal controls, or fraud. Legal risk is the potential for financial losses due to 
breaches of law or regulation that may result in heavy penalties or other costs. 
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management (and its designated risk-monitoring unit), the audit 
committee, intemaJ auditors, and external auditors, and others have 
important roles to play in an effectively operating risk-management 
system. The different roles that each of these groups play represent critical 
checks and balances in the overall risk-management system. 

Since 1991, the Congress has passed several laws that emphasize the 
importance of internal controls including risk management at financial 
institutions and the Committee of Sponsoring Organizations of the 
Treadway Commission (COSO) has issued guidance that management of 
financial institutions could use to assess and evaluate its internal controls 
and enterprisewide risk management. 

Following the savings and loan crisis in the i980s, the Federal Deposit 
Insurance Corporation Improvement Act of 1991 (FDICIA) strengthened 
corporate governance in large U.S. banks and thrifts. FDICIA required 
management to annually assess its system of internal control over 
financial reporting and the external auditors to attest to management’s 
assertions. The corporate governance model established under FDICIA 
emphasized strong internal control systems, proactive boards of directors, 
and independent, knowledgeable audit committees. 

During 1992, and with a subsequent revision in 1994 COSO issued its 
Internal Control - Integrated FYamework. The COSO Framework set out 
criteria for establishing key elements of corporate governance, especially 
the “tone at the top." The framework also set forth the five components of 
an effective system of internal control: control environment, risk 
assessment, control activities, information and communication, and 
monitoring. 

Witl^ the failures of Enron and WorldCom, Congress passed the Sarbanes- 
Oxley Act of 2002 (SOX) which required managements of public 
companies to assess their systems of internal control with external auditor 
attestations, though the implementation for smaller public companies has 
been gradual and is not yet complete. Under section 404 of SOX, the SEC 
required that management identify what framework it used to assess the 
system of internal control over financial reporting. Though it did not 
mandate miy particular framework, the SEC recognized ^at the COSO 
Framework satisfied the SEC’s own criteria and allowed its use as an 
evaluation framework. 

In 2004, COSO issued Enterprise Risk Management - Integrated 
Framework (ERM Framework), though it is not a binding framework for 
any particular entity or industry. The ERM Framework, which 
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encompasses the previous internal control framework, establishes best 
practices and expands the criteria and tools that management can use to 
assess whether it has an effective risk management system. The 
framework encourages the board of directors and senior management, in 
their corporate governance roles, to set the risk appetite of the entity, 
which is the amount of risk the entity is willing to accept in its overall 
strategy. Management further sets risk objectives to achieve tlie entity’s 
goals and sets risk tolerances to ensure that the risk appetite is not 
exceeded. 

Regulators also have a role in assessing risk management at financial 
institutions. In particular, oversight of risk management at large financial 
institutions is divided among a number of regulatory agencies. The Federal 
Reserve oversees risk management at bank holding companies and state 
member banks that are members of the Federal Reserve System; OTS 
oversea thrift holding companies and thrifts; SEC and FINRA oversee risk 
management at SEC*registered U.S. broker-dealers; and OCC oversees risk 
management at national banks. 

The Federal Reserve and OTS have long had authority to supervise holding 
companies. The Federal Reserve’s authority is set forth primarily in the 
Bank Holding Company Act of 1956, which contains the supervisory 
framework for holding companies that control commercial banks. OTS’s 
supervisory authority over thrift holding companies is set forth in the 
Home Owners Loan Act. In the Gramm-Leach-Bliley Act of 1999 (GLBA), 
Congress expanded the range of permissible holding company activities 
and affiliations and also set forth restrictions and guidance on how those 
companies should be supervised. However, Congress did not clearly 
express the aims of holding company supervision. GLBA authorizes the 
Federal Reserve and OTS to examine the holding company and each 
subsidiary in order to: (a) inform the regulator of “the nature of the 
operations and financial condition” of the holding company and its 
subsidiaries; and (b) inform the regulator of the financial and operational 
risks within the holding company system that may threaten the safety and 
soundness of the holding company’s bank subsidiaries and the systems for 
monitoring and controlling such risks; and (c) monitor compliance with 
applic^le federal laws. On the other hand, GLBA specifies that the focus 
and scope of examinations of holding companies and any of their 
subsidiaries shall “to the fullest extent possible” be limited to the bolding 
company and “any subsidiary that could have a materially adverse effect 
on the safety and soundness of a depository institution subsidiajy^” due to 
the size, condition or activities of the nonbank subsidiary or the nature or 
size of transactions between that subsidiary and the banking subsidiary. In 
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our work over the years, we have encountered a range of perspectives on 
the focus of holding company examinations, some of which emphasize the 
health of the depository institution as the primary examination focus and 
some of which look more expansively to the holding company enterprise 
under certain conditions. 

In addition to the provisions generally applicable to holding company 
supervision, GLBA ^so limits the circumstances under which both holding 
company regulators and depositoiy institution regulators may examine 
functionally regulated subsidiaries of bank holding companies, such as 
broker-dealers. Gramm-Leach-Bliley permits holding company regulators 
to examine ftinctionally regulated subsidiaries only under certain 
conditions, such as where the regulator has reasonable cause to believe 
that the subsidiary is engaged in activities that pose a material risk to an 
affiliated bank or that an examination is necessary to obtain information 
on financial and operational risks within the holding company system that 
may threaten an affiliated bank’s safety and soundness. The examination 
authority of depository institution regulators permits the examination of 
bank affiliates to disclose fully an affiliate’s relations with the bank and the 
effect of those relations on the bank. However, with respect to 
functionaDy regulated affiliates of depository institutions, Gramm-Leach- 
Bliley imposes the same restraint on the use of examination authority that 
applies to OTS and the Federal Reserve with respect to holding 
companies. That is, Gramm-Leach-BlUey instructs that bank and holding 
company supervisors generally are to limit the focus of their examinations 
of functionally regulated affiliates and, to the extent possible, are to reply 
on the work of primary bank and functional regulators that supervise 
holding company subsidiaries. An example of this situation would be 
where a holding company has a national bank or thrift subsidiary and a 
broker-dealer subsidiary. Under GLBA, the holding company regulator is 
to rely “to the fullest extent possible” on the work of primsuy bank and 
functional regulators for information on the respective entities. Also under 
GLBA, bank supervisors are similarly limited with respect to affiliates of 
the institutions they supervise. 

SEC’s authority to examine U.S. broker-dealers is set forth in the 
Securities and Exchange Act of 1934. Under the 1934 act, SEC’s 
examination authority over broker-dealers does not permit SEC to require 
examination reports on affiliated depository institutions, and if SEC seeks 
non-routine information about a broker-dealer affiliate that is subject to 
examination by a bank regulator, SEC must notify and generally must 
consult with the regulator regarding the information sought. Oversight of 
U.S. broker-dealers is performed by SEC’s Division of Trading and Markets 


Page 8 


GAO-09-499T 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00605 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


592 


VerDate Nov 24 2008 


(Trading and Markets) and Office of Compliance, Inspections, and 
Examinations (OCIE). In addition, SEC delegates some of its authority to 
oversee U.S. broker-dealers to FINRA, a self-regulatory organization that 
was established in 2007 through the consolidation of NASD and the 
member regulation, enforcement and arbitration functions of the New 
York Slock Exchange. 


Under the alternative net capita! rule for broker-dealers, from 2005-2008, 
SEC conducted a voluntary consolidated-supervised entity program under 
which five investment bank holding companies voluntarily consented to 
having SEC oversee them on a consolidated basis.® Today, no institutions 
are subject to SEC oversight at the consolidated level, but several broker- 
dealers within bank holding companies are still subject to the alternative 
net capital rule on a voluntary basis.® 


Regulators Identify 
Areas of Risk and 
Examine Risk 
Management Systems, 
but Their Specific 
Approaches Vary 


The Federal Reserve, FINRA, OCC, OTS, and SEC each identify areas of 
risk relating to the large, complex financial institutions they oversee and 
examine risk management systems at regulated institutions. However, the 
banking and securities regulators lake different approaches. The banking 
regulators (Federal Reserve, OCC, and OTS) use a combination of 
supervisoiy activities, including informal tools and examination-related 
activities to assess the quality of institutional risk management systems 
and assign each institution an annual rating. SEC and FINRA aggregate 
information from officials and staff of the supervised institutions 
throughout the year to identift^ areas of concern across aU broker-dealers. 
For those broker-dealers covered by the alternative net capital rule, SEC 
and FINRA emphasize compliance with that rule during target 
examinations. Under the CSE program, SEC continuously supervised and 
monitored the institutions in the program, 


®l7C.F.R.§240.i5c3-I. 

®Bear Steams was acquired by JPMorgan Chase, Lehman Brothers failed, Merrill Lynch was 
acquired by Bank of America, and Goldman Sachs and Morgan Stanley have become bank 
holding companies. 
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Banking Regulators Use a 
Number of Supervisory 
Activities for Assessing 
Risk Management at Large, 
Complex Institutions 


Bankirtg regulator cany out a nuirtber of supervisory activities in 
overseeing risk management of large, complex financial institutions. To 
conduct on-site continuous supervision, banking regulators often stadon 
examiners at specific institutions. This practice allows examiners to 
continuously analyze information provided by the financial institution, 
such as board meeting minutes, institution risk reports/management 
information system reports, and for holding company supervisors 
supervisory reports provided to other regulators, among other things. This 
type of supervision allows for timely adjustments to the supervisory 
strategy of the examiners as conditions change within the institution. Bank 
examiners do not conduct a single annual full-scope examination of the 
institution. Rather, they conduct ongoing examinations that target specific 
areas at the institutions (target examinations) and annually issue an 
overall rating on the quality of risk management.' 


Each regulator had a process to assess risk management systems. While 
each included certain core components, such as developing a supervisory 
plan and monitoring, the approach used and level of detail varied. 


• The Federal Reserve’s guidance consisted of a detailed risk assessment 
program that included an analytic framework for developing a risk 
management rating for holding companies. Unlike most bank regulatory 
examination guidance, this guidance is not yet publicly available. 
According to Federal Reserve officials, the primary purpose of the 
framework is to help ensure a consistent regulatory approach for 
assessing inherent risk and risk management practices of large financial 
institutions (tlie holding company) and make informed supervisory 
assessments. The Federal Reserve program for large complex banking 
organizations is based on a “continuous supervision” model that assigns a 
dedicated team to each institution. Those teams are responsible for 
completing risk assessments, supervisory plans, and annual assessments. 
The risk assessment includes an evaluation of inherent risk (credit, 
market, operational, liquidity, and legal and compliance) and related risk 


’Depository institutions receive what Is known as a CAMELS rating. The CAMELS rating is 
defined as Capital Adequacy-C, Asset Quaiity-A, Management-M, Eamings-E, Liquidity-L, 
and S-SensiOvniy to Market Risk. The Feder^ Reserve issues what is known as a RFI/ C(D) 
rating, it is defined as Wsk Management-R, Financial Condition-F, Potential impact, of the 
parent company and nondepository subsidiaries on the subsidiary depository institulions-I, 
Composite Rating-C and Depository Institution-D- The D rating subcomponent is the 
primary banking rating. In late 2007, OTS changed its guidance related to the CORE 
competencies — Capital, Organization, Relationship, and Earnings. In a rule finalized on 
January 1, 2008, OTS changed the “R" to Risk Management, 


Page 10 


GAO-09-499T 


VerDate Nov 24 2008 


13:02 Nov 02, 2010 Jkt 057320 


PO 00000 Frm 00607 Fmt6601 


Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS 


PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


594 


VerDate Nov 24 2008 


maitagement and inlemal controls. The risk assessment is often the 
starting point for the supervisory plan as well as a supporting document 
for the aimual assessment. 

The annual assessment requires the dedicated team to evaluate and rate 
the firm’s risk management, its financial condition, and the potential 
impact of its non-depository operations on the depository institution. To 
apply the risk or “R” rating, the examiner must consider (1) board of 
director and senior management oversight; (2) policies, procedures, and 
limits; (3) risk monitoring and management information system; and (4) 
internal controls for each of the risk areas.® The examiners then provide an 
overall “R” raring for the institution. 

OCC’s onsite examiners assess the risks and risk management functions at 
large national banks using a detailed approach that is similar to that used 
by the Federal Reserve’s examiners. The core assessment is OCC’s 
primary assessment tool at the institutional level. According to OCC’s 
guidance, its examiners are required to assess the quality, quantity, and 
overall direction of risks in nine categories (strategic, reputation, credit, 
interest rate, liquidity, price, foreign currency translation, transaction, and 
compliance). To determine the quality of risk management, OCC 
examiners assess policies, processes, personnel, and control systems in 
each category. This risk assessment is included in the examination report 
that is sent to the bank’s board of directors. OCC also provides a rating 
based on the bank’s capital, asset quality, management, earnings, liquidity, 
and sensitivity to market risk (the CAMELS rating), all of which can be 
impacted by the quality of a risk management system, OCC’s supervisory 


®According to Federal Reserve documentation, Board of Director and Senior Management 
Oversight evaluates the adequacy and effectiveness of its understanding and management 
of risk inherent in the BHC’s activities, as well as the general capabilities of management. It 
also includes considerations of management’s ability to identify, understand, and control 
the risk undertaken by the irustitution, to hire competent staff, and to respond to cliange in 
the institution’s risk profile or innovations in the banking sector. Policies, Procedures, and 
Limits evaluates the adequacy of policies, procedures, and limits given the risk inherent in 
the activities of the consolidated organization and the organization’s stated goab and 
objectives. The analysis may include a consideration of the adequacy of the institution’s 
accounting and risk-disclosure policies and procedures. Risk monitoring and management 
inform^on system reviews the assumption, data, and procedures used to measure risk and 
the consistency of these tools with the level of complexity of the organization's activities. 
Internal controls and audits are evaluated relating to the accuracy of Tmancial reporting 
and disclc^ure and Che strength and influence, within the organization, of the internal audit 
team. The analysis will include a review of the independence of control areas from 
management and the consistency of the scope coverage of the internal audit team with the 
complexity of the organization. 
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strategy or plan for targeted examinations is developed from this Risk 
Assessment System.® Examiners can change a bank’s ratings at any time if 
the bank’s conditions warrant that change. Targeted examinations are a 
key component of OCC’s oversight. Based on the materials we reviewed 
covering ttte last 2 years, OCC conducted 23 targeted examinations in 2007 
and 45 in 2008 at a large national bank, These examinations focused on 
specific areas of risk management, such as governance, credit, and 
compliance. 

Recently revised OTS guidance requires its examiners to review large and 
complex holding companies to determine whether they have a 
comprehensive system to measure, monitor, and manage risk 
concentrations, determine the m^or risk-taking entities within the overall 
institution, and evaluate the control mechanisms in place to establish and 
monitor risk limits. OTS’s recently revised guidance on assessing risk 
management includes a risk management rating framework that is similar 
to the Federal Reserve’s. It includes the same risk management rating 
subcomponents — govemance/board and senior management oversight; 
policies, procedures, and limits; risk monitoring and management 
information systems, and internal controls— and criteria that the Federal 
Reserve applies to bank holding companies, However, OTS considers 
additional risk areas, such as concentration or systemic risk. Starting in 
2007, OTS used a risk matrix to document the level of 13 inherent risks by 
business unit. The matrix also includes an assessment of each unit’s risk 
mitigation or risk management activities, including internal controls, risk 
monitoring systems, pobcies/procedures/limits, and governance. OTS 
began using the risk matrix to develop its supervisory pl^. Based on our 
review of examination materials, OTS conducted targeted examinations on 
risk management in such areas as consumer lending and mortgage-backed 
securities. 

In the last few years, the banking regulators have also conducted 
examinations that covered several large complex financial institutions on 
specific issues such as risk management (horizontal examinations). 
According to the Federal Reserve, horizontal examinations focu.s on a 
single area or issue and are designed to (1) identify the range of practices 
in use in the industry, (2) evaluate the safety and soundness of specific 
activities across business lines or across systemically important 
institutions, (3) provide better insight into the Federal Reserve's 


®The Risk Assessment ^«tem is the assessment framework of the nine categories of risk 
and the risk management systems. 


12 


GAO-09-499T 


13:02 Nov 02, 2010 Jkt 057320 PO 00000 Frm 00609 Fmt6601 Sfmt 6601 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 



ph44585 on D330-44585-7600 with DISTILLER 


596 


VerDate Nov 24 2008 


imderstanding of how a firm's operations compare with a range of industry 
practices, and (4) consider revisions to the formulation of supervisory 
policy. During the period of our review, the Federal Reserve completed 
several horizontal examinations on large, complex banking organizations, 
including stress testing and collateral management. According to Federal 
Reserve officials, examiners generally provide institutions with feedback 
that teRs them generally how they are doing relative to their peers, and if 
any serious weaknesses were identified, these would be conveyed as well. 
With the Federal Reserve, OCC conducted a horizontal examination on 
advanced credit risk practices and OTS conducted a review across 
institutions for nontraditionaj mortgages and used the findings to issue 
supplemental guidance. According to an OCC official, the regulator uses 
the findings in horizontal reviews as a supervisory tool and to require 
corrective actions, as well as a means to discover information on bank 
practices to issue supplemental guidance. 


Securities Regulators’ 
Approaches to Assessing 
Risk Management Revolve 
around Regularly 
Scheduled Targeted 
Examinations 


SEC and FINRA generally assess risk management systems of large 
broker-dealers using discrete, but risk-focused examinations. The focus of 
SEC and FINRA oversight is on compliance with their rules and the 
Securities and Exchange Act of 1934. Although SEC and FINRA are in 
continuous contact with large, complex institutions, neither SEC nor 
FINRA staff conduct continuous onsite monitoring of broker-dealers that 
involves an assessment of risks. FINRA’s coordinator program is 
continuous supervision, albeit not on site. According to SEC and FINRA, 
however, they receive financial and risk area information on a regular 
basis from the largest firms and those of financial concern through the 
OCIE compliance monitoring program, the FINRA capital alert program, 
and regular meetings with the firms. To identify risks, they aggregate 
information from their officials and staff throughout the year to identify 
areas that may require special attention across all broker-dealers. SEC and 
FINRA conduct regularly scheduled target examinations that focus on the 
risk areas identified in their risk assessment ^d on compliance with 
relevant capital rules and customer protection rules, SEC’s internal 
controls risk management examinations, which started in 1995, cover the 
top 15 wholesale and top 15 retail broker-dealers as well as anumber of 
mid-sized broker-dealers with a large number of customer accoionts. At the 
largest institutions, SEC conducts examinations every three years, while 
FINRA conducts annual examinations of all broker-dealers. According to 
Trading and Markets, the CSE program was modeled on the Federal 
Reserve’s holding company supervision program, but continuous 
supervision was usually conducted off site by a small number of 
examiners, SEC did not rate risk management systems, nor use a detailed 
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risk assessment processes to determine areas of highest risk. During the 
CSE program, Trading and Markets staff concentrated their efforts on 
market and liquidity risks because the alternative net capital rule focused 
on these risks and on operational risk because of the need to protect 
investors. According to OCIE, their examiners focused on market, credit, 
operational, legal and compliance risks, as well as senior management, 
internal audit and new products. Because only five investment banks were 
subject to consolidated supervision by SEC, SEC staff believed it did not 
need to develop an overall supervisory strategy or written plans for 
individual institutions it supervised; however, OCIE drafted detailed scope 
memorandums for their target examinations. While no institutions are 
subject to consolidated supervision by SEC at this time, a number of 
broker-dealers are subject to the alternative net capital rule. 

SEC and FINRA conduct horizontal or “sweep” examinations and, for 
example, have completed one for subprime mortgages. OCIE officials said 
that it had increased the number of these types of examinations since the 
current financial crisis began. Under the consolidated supervised entity 
program, Trading and Markets conducted several horizontal examinations 
aimed at discovering the range of industry practice in areas such as 
leveraged lending. 


Banking Regulators Have a 
Variety of Tools to Address 
Risk Management 
Weaknesses 


The banking regulators have developed guidance on how they should 
communicate their examination findings to help ensure that financial 
institutions take corrective actions, Bank regulators generally issue 
findings or cite weaknesses in supervisory letters or an annual 
examination report addressed to senior management of the financial 
institution. However, regulators also meet with institution management to 
address identified risk management weaknesses. Examples include: 


After a target examination, the Federal Reserve, OCC, OTS each prepare 
supervisory letters or reports of examination identifying weaknesses that 
financial institutions are expected to address in a timely manner. In 
addition to issues or findings, the Federal Reserve and OCC supervisory 
letteiB provided a specific timeframe for the institution to send a written 
response to the bank regulator articulating how the institution planned to 
address the findings. In these instances, for the files we reviewed, the 
institutions complied with the timeframes noted in the supervisory letter. 
These letters may be addressed to the board of directors or the CEO or as 
we found, the senior managers responsible for the program. For example, 
a Federal Reserve Bank addressed a recent targeted examination on a 
holding company’s internal audit function to the chief auditor of the 
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holding company. Similarly, CXIC addressed an examination of advanced 
r^k management processes to a bank’s chief credit officer, OTS also 
addressed some reports of target examinations to senior managere 
responsible for ^secific programs. 

In their supervisory letters, OCC sometimes identifies “Matters Requiring 
Attention, ” which instruct the bank to explain how it will address the 
matter in a timely manner. In its supervisory guidance, matters requiring 
attention include practices that deviate from sound governance, internal 
control and risk management principles that may adversely impact the 
bank’s earning or capital, risk profile, or reputation if not addressed.'® 
According to its guidance, OCC tracks matters requiring attention until 
they are resolved and maintains a record when these matters are resolved 
and closed out. OCC also includes recommendations to national banks in 
their supervisory letters. In addition, OCC wiU insert recommendations in 
their letters which are suggestions relating to how a bank can operate a 
specific program or business line more effectively. 

After the beginning of the financial crisis, the Federal Reserve issued 
revised examination guidance in July 2008 that established three types of 
findings: matters requiring immediate attention, matters requiring 
attention, and observations. Previously, each of the individual Federal 
Reserve Banks had its own approach to defining findings. Matters 
requiring attention and observations are similar to related practices 
followed by OCC. For matters requiring immediate attention, the matter is 
considered more urgent. According to their guidance, matters requiring 
immediate attention encompass the highest priority concerns and include 
matters that have the potential to pose significant risk to the organization’s 
safety and soundness or that represent significant instances of 
noncompliance with laws and regulations. 

OTS examiners may list recommendations in the report, findings, and 
conclusions, but in the materials we reviewed examiners did not report 
these in a standard way. While members of the Board of Directors are 
required to sign the report of annual examination indicating that they have 
read the report, they are not required to submit a written response. The 
OTS Handbook Section 060 Examination Administration prorides 
guidance on the use of “matters requiring board attention” or other lesser 
supervisory corrective actions that should be addressed in the 


'®(X^C Memorandum, Matters Requiring Attention, August 8, 2005. 
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examination correspondence. According to OTS, matters requiring board 
attention and corrective actions are also tracked in its regulatory action 
system for follow up. 


For 2(K)8, we re\'iewed one regulator’s tracking report of matters requiring 
attention at one institution and found that only a small number of the 64 
matteiB requiring attention relating to risk management and internal 
controls had been closed out or considered addressed by the end of 
January 2009. The examiners explained that some matters, such as 
institutions making adjustments to their technology framework can be 
time consuming. Another regulator told us that it does not track when 
institutions have implemented remedial actions. 

Because the banking regulators are generally on site and continuously 
monitoring large, complex institutions, examiners told us that a significant 
part of their efforts to improve risk management systems were undertaken 
through regularly scheduled meetings with senior management. According 
to Federal Reserve and OCC officials, these meetings allow opportunities 
for examiners to followup with management concerning actions that they 
expect the financial institutions to implement. A Federal Reserve examiner 
explained that several meetings were held with officials at a holding 
company concerning an internal control matter in order to help ensure 
that the irujtitution was addressing the issue. For its complex and 
international organizations program, OTS directs its examiners to use 
regular meetings with senior management and periodic meetings with 
boards of directors and any relevant committees to effect change. OTS 
guidance indicates that examiners’ regular meetings with senior 
management are designed to communicate and address any changes in 
risk profile and corrective actions. OTS also views annual meetings with 
the Board of Directors as a forum for discussing significant findings and 
management’s approach for addressing them. 

In addition to these tools, bank regulators' approval authorities related to 
mergers and acquisitions could be used to persuade institutions to address 
risk management weaknesses. For example, the Federal Reserve, OCC, 
and OTS are required to consider risk management when they approve 
bank or thrift acquisitions or mergers and could use identified weaknesses 
in this area to deny approvals. In addition, bank regulators have to 
approve the acquisition of bank charters and must assess management's 
ability to manage the bank or thrift cheirter being acquired. 
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SEC’s Oversight Tools Are if SEC’s OCIE or FINRA examiners discover a violation of SEC or FINRA 
Aimed at Addressing rules, the institution is required to resolve the deficiency in a timely 

Violations manner. OCIE developed guidance on deficiency letters for examinations. 

According to SEC and FINRA staff, because SEC or FINRA rules do not 
contain specific requirements for internal controls, problems with internal 
controls generally are not cited as deficiencies. However, weaknesses in 
internal controls can rise to such a level as to violate other FINRA rules, 
such as supervision rules. Deficiencies and weaknesses are followed up on 
in subs^uent examinations. OCIE’s compliance audits require institutions 
to correct deficiencies and address weaknesses. OCIE staff told us that if 
the institutions do not address deficiencies in a timely manner, they may 
be forwarded to the enforcement division. F'or example, OCIE staff was 
able to discuss limit violations with one firm and required the firm to 
change their risk limit system to significantly reduce their limit 
violatioi^ — indicating senior management was taking steps to better 
oversee and manage their risks. Under the consolidated supervised entity 
program, SEC’s Trading and Markets relied on discussions with 
management to effect change. For example, Trading and Market staff told 
us that they had discussions with senior management that led to changes 
in personnel. 


Regulators Identified 
Weaknesses in Risk 
Management Systems 
before the Crisis but 
Did Not Fully 
Recognize the Threats 
They Posed 


In the years leading up the financial crisis, some regulators identified 
weaknesses in the risk management systems of large, complex financial 
institutions. Regulators told us that despite these identified weaknesses, 
they did not take forceful action — such as changing their assessments — 
until the crisis occurred because the institutions reported a strong 
financial position and senior management had presented the regulators 
wth plans for change. Moreover, regulators acknowledged that in some 
cases they had not fully appreciated the extent of these weaknesses until 
the financial crisis occurred and risk management systems were tested by 
events. Regulators also acknowledged they had relied heavily on 
management representations of risks. 
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Some Regulators Identified 
Weaknesses in Risk 
Management Systems in a 
Limited Number of 
Institutions but Did Not 
Take Forceful Actions to 
Address Them until the 
Crisis Began 


In several instances, regulators identified shortcomings in institutions’ 
oversight of risk management at the limited number of large, complex 
institutions we reviewed but did not change their overall assessments of 
the institutions until the crisis began in the summer of 2007.“ For example, 
before the crisis one regulator found significant weaknesses in an 
institution’s enterprisewide risk management system stemming from a 
lack of oversight by senior management. In 2006, the regulator notified the 
institution’s board of directors that the 2005 examination had concluded 
that the board and senior management had failed to adequately oversee 
financial reporting, risk appetite, and internal audit functions. The 
regulator made several recommendations to the board to address these 
weaknesses. We found that the regulator continued to find some of the 
same weaknes^s in subsequent examination reports, yet examiners did 
not take forceful action to require the institution to address these 
shortcomings until the liquidity crisis occurred and the severity of the risk 
management weaknesses became ^parent. When asked about the 
regulator’s assessment of the holding company in general and risk 
management in particular given the identified weaknesses, examiners told 
us that they had concluded that the institution’s conditions were adequate, 
in part, because it was deemed to have sufficient capital and the ability to 
raise more. Moreover, the examiners said that senior management had 
presented them vrith plans to address the risk management weaknesses. 


In another example, other regulators found weaknesses related to an 
institution’s oversight of risk management before the crisis. One regulator 
issued a letter to the institution’s senior management in 2005 requiring that 
the institution respond, within a specified time period, to weaknesses 
uncovered in an examination. The weaknesses included the following; 


The lack of an enterprisewide framework for overseeing risk, as 
specified in the COSO framework. The institution assessed risks (such 
as market or credit risks) on an individual operating unit basis, and was 
not able to effectively assess lisks institutionwide. 

A lack of common definitions of risk types and of corporate policy for 
approving new products, which could ensure that management had 
reviewed and understood any potential risks. 


‘ 'OTS does not have specific risk4)ased or leverage capital requirements for thrift hoiding 
companies but does require them to hold adequate capital pursuant to capital maintenance 
agreements. 
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• An institutional tendency to give earnings and profitability growth 
precedence owr risk management. 

In addition, the regulator recommended that senior management 
restructure the institution’s risk management system to develop coiporate 
standards for assessing risk. However, the regulator’s assessment of the 
institution’s risk management remained satisfactory during this period 
because senior management reported that they planned to address these 
weaknesses and, ^cording to examiners, appeared to be doing so. 
Moreover, the examiners believed that senior management could address 
these weaknesses in the prevailing business environment of strong 
earnings and adequate liquidity. After earnings and liquidity declined 
during the financial crisis that began in 2007, the examiners changed their 
assessment, citing many of the same shortcomings in risk management 
that they had identified in 2005. 

At one institution, a regulator noted in a 2005 examination report that 
management had addressed previously identified issues for one type of 
risk and that the institution had taken steps to improve various processes, 
such as clarifying the roles and responsibilities of risk assessment staff, 
and shortening internal audit cycles of high-risk entities in this area. Later 
in 2007, the regulator identified additional weaknesses related to credit 
and market risk management. Regulatory officials told us that weaknesses 
in oversight of credit and market risk management were not of the same 
magnitude prior to the crisis as they were in late 2007 and 2008. Moreover, 
examiners told us that it was difficult to identify all of the potential 
weaknesses in risk management oversight until the system was stressed by 
the financial crisis. 

Some regulators told as that they had relied on management 
representation of risk, especially in emerging areas. For example, one 
regulator’s targeted review risk relied heavily on management’s 
representations about the risk related to subprime mortgages — 
representations that had been based on the lack of historical losses and 
the geographic diversification of the complex product issuers. However, 
once the credit markets started tightening in late 2007, the examiners 
reported that they were less comfortable with management’s 
representations about the level of risk related to certain complex 
investments. Examiners said that, in hindsight, the risks posed by parts of 
an institution do not necessarily correspond with their size on the balance 
sheet and that relatively small parts of the institution had taken on risks 
that the regulator had not fully understood. Another regulator conducted a 
horizontal examination of securitized mortgage products in 2006 but relied 
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on inJbnnation provided by the institutions. While the report noted that 
these products were ej^eriencing rapid growth and that underwriting 
standards were important, it focused on the major risks identified by the 
firms and their actions to manage those risks as well as on how 
institutions were calculating their capital requirements. 


Regulators Identified 
Weaknesses in Models 
Used to Calculate Risk but 
May Not Have Acted on 
These Findings 


Regulators also identified weaknesses in the oversight and testing of risk 
models that financial institutions used, including those used to calculate 
the amount of capital needed to protect against their risk exposures and 
determine the valuation of complex products. Regulators require 
institutions to test their models so that the institutions have a better sense 
of where their weaknesses lie, and OCC developed guidance in 2000 
related to model validation that other regulators consider to be the 
standard. OCC’s guidance states that institutions should validate their 
models to increase reliability and in\prove their understanding of the 
models’ strengths and weakne^es. The guidance calls for independent 
reviews by staff who have not helped to develop the models, Instituting 
controls to ensure that the models are validated before they are used, 
ongoing testing, and audit oversight. The process of model validation 
should look not only at the accuracy of the data being entered into the 
model, but also at the model’s assumptions, such as loan default rates. 


Institutions use capital models as tools to infonn their management 
activities, including measuring risk-adjusted performance, setting prices 
and limits on loans and other products, and allocating capital among 
various business lines and risks. Certain large banking organizations have 
used models since the mid-1990s to calculate regulatory capital for market 
risk, and the rules issued by U.S. regulators for Basel II require that banks 
use models to estimate capital for crt>dit and operational risks. The SEC's 
consolidated supervised entity program allowed broker-dealers that were 
part of consolidated supervised entities to compute capital requirements 
using models to estimate market and credit risk, In addition, institutions 


‘“'Economic capital models measure risks by estimating the probability of potential losses 
over a specified period and up to a defined confidence level using historical loss data. See 
<lAO-07-2n3 Risk-Based Capital: BanM Regulators Need to Improve Transparency and 
Overcome Jmpedimenls to Finalizing the fVoposed Basel 11 fYamework (Washingfon, 
D.C.: February 15, 2007). 
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use models to estimate the value of complex instruments such as 
collateralized debt obligations (CDOs).** 

Regulators identified several weaknesses related to financial institutions’ 
oversight and use of risk models; 

• One regulator found several weaknesses mvolving the use of models that 
had not been properly tested to measure credit risks, an important input 
into institutions’ determinations of capital needed, but did not aggressively 
take steps to ensure that the firm corrected these weaknesses. In a 2006 
letter addressed to the head of the institution’s risk management division, 
the examiners reported deficiencies in models used to estimate credit risk, 
including lack of testing, a lack of review of the assumptions used in the 
models, and concerns about the independence of staff testing the models. 
The regulator issued a letter requiring management to address these 
weakn^ses, but continued to allow the institution to use the models and 
did not change its overall assessment. Although the institution showed 
improvement in its processes, over time, in late 2007, examiners found that 
some of rile weaknesses persisted. In late 2008, examiners closed the 
matter in a letter to management but continued to note concerns about 
internal controls associated with risk management. 

• A horizontal review of credit risk models by the Federal Reserve and OCC 
in 2008 found a similar lack of controls surrounding model validation 
practices for assessing credit risks, leading to questions about the ability 
of large, complex institutions to understand and manage these risks and 
provide adequate capital to cushion against potential losses. For example, 
the review found that some institutions lacked requirements for model 
testing, clearly defined roles and responsibilities for testing, adequate 
detail for the scope or frequency of validation, and a specific process for 
correcting problems identified during validation. 

• Before the crisis, another regulator found that an institution’s model 
control group did not keep a complete inventory of its models and did not 
have an audit trail for models prior to 2000. The examiners said that they 
did not find these issues to be significant concerns. However, they were 


a basic CDO, a group of loans or debt securities are pooled and securities are then 
issued in different tranches that vary in risk and return depending on how the underlying 
cash flows produced by the pooled assets are allocated, if some of the underlying assets 
defaulted, the more junior tranches — and thus riskier ones — would absorb these losses 
first before the more senior, less-risky tranches. Many CDOs in recent years largely 
consisted of mortgage-backed securities, including subprime mortgage-backed securities. 
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subsequently criticized for not aggressively requiring another institution to 
take action on weaknesses they had identified that were related to risk 
models, including lack of timely review, understaffing, lack of 
independence of risk managers, and an inability or unwillingness to update 
models to reflect tite changing environment. 

Other regulators noted concerns about pricing models for iUiquid 
instruments, but made these findings only as the crisis was unfolding. For 
example, in a 2007 horizontal review of 10 broker-dealers’ exposure to 
subprime mortgage-related products, SEC and FINRA examineis found 
weaknesses in pricing assumptions in valuation models for complex 
financial products. They found that several of these firms relied on 
outdated pricing information or traders' valuations for complex financial 
transactions, such as CDOs. In some cases, firms could not demonstrate 
that they had assessed the reasonableness of prices for CDOs. Another 
regulator noted in a 2007 targeted examination that although management 
had stated that the risk of loss exposure from highly rated CDOs was 
remote, the downturn in the subprime mortgage market could mean that 
they would not perform as well as similarly rated instruments performed 
historically. 


The Regulators Found 
That None of the 
Institutions We Reviewed 
Had Tested for the Effects 
of a Severe Economic 
Downturn Scenario 


Because of the inherent limitations of modeling, such as the accuracy of 
model assumptions, financial institutions also use stress tests to determine 
how much capital and liquidity might be needed to absorb losses in the 
event of a large shock to the system or a significant underestimation of the 
probability of large losses. According to the Basel Committee on Banking 
Supervision, institutions should test not only for events that could lower 
their profitability, but also for rare but extreme scenarios that could 
threaten their solvency. In its January 2009 report, the Basel Committee 
emphasized the importance of stress testing, noting that it could (1) alert 
senior management to adverse unexpected losses, (2) provide forward- 
looking assessments of risk, (3) support enterprisewide communication 
about the firm’s risk tolerance, (4) support capital and liquidity planning 
procedures, and (5) facilitate the development of risk mitigation or 
contingency plans across a range of stressed conditions. Moreover, the 
report noted that stress testing was particularly important after long 
periods of relative economic and financial calm when companies might 
become complacent and begin underpricing risk. 


"Basel Committee on Banking Supervision, Consultative Document; Principles for Sound 
Stress Testing Practices and Sttpervisioru (Basel, Switzerland: J^uary 2009). 
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We found that regulators had identified numerous weaknesses in stress 
testing at large institutions before the financial crisis. However, our limited 
review did not identify any instances in which an institution’s lack of 
worst-case scenario testing prompted regulatore to push forcefully for 
institutional actions to better understand and manage risks. A 2006 
Federal Reserve horizontal review of stress testing practices at several 
large, complex banking institutions revealed that none of the institutions 
had an integrated stress testing program that incorporated all major 
financial risks enterprisewide, nor did they test for scenarios that would 
rei\der them insolvent. The review found that institutions were stress 
testing the impact of adverse events on individual products and business 
lines rather than on the institution as a whole. By testing the response of 
only part of the institution’s portfolio to a stress such as declining home 
prices, the institution could not see the effect of such a risk on other parts 
of its portfolio that could also be affected. The review was particularly 
critical of institutions' inability to quantify the extent to which credit 
exposure to counterparties might increase in the event of a stressed 
market risk movement. It stated that institutions relied on “intuition" to 
determine their vulnerability to this type of risk. It also found that 
institutions’ senior managers were confident in their current practices and 
questioned the need for additional stress testing, particularly for worst- 
case scenarios that they thought were implausible.. 

The 2006 review included some recommendations for examiners to 
address with individual institutions, and Federal Reserve officials told us 
that they met with institutions’ chief risk officers to discuss the 
seriousness of the findings just before the crisis began. However, officials 
told us that the purpose of the review was primarily to facilitate the 
regulator’s understanding of the full range of stress testing practices, as 
there was neither a well-developed set of best practices nor supervisory 
guidance in this area at the time. The regulatory officials also told us that 
these findings were used to inform guidance issued by the President’s 
Working Group on assessing exposure from private pools of capital, 
including hedge funds.'® However, this guidance focuses on testing the 
exposure to counterparty risks, such as from hedge funds, and not on 
testing the impact of solvency-threatening, worst-case scenarios. In 


‘®See President’s Working Group, Agreement Among PWG and U.S. Agency Principals on 
Principles and Guiddvnes Regarding Private Pools of Capital, February 22, 2007. The 
information from this horizontal review was later used in 2008 to analyze risk management 
practices after the crisis began in the Senior Supervisors Group Observations on Risk 
Management Pradices During the Recent Market Turbxdence. 
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hindsight, officials told us that the current crisis had gone beyond what 
they had contemplated for a worst-case scenario, and they said that they 
would probably have faced significant resistance had they tried to require 
the institutiorts to do stoess tests for scenarios such as downgrades in 
counterparties’ credit ratings because such scenarios appeared unlikely. 

Other regulators raised concerns about stress testing at indivlduai 
institutions, but we did not find evidence that they had effectively changed 
the firms’ stress testing practices. In the materials we reviewed, one 
regulator recommended that the institution include worst-case scenarios 
in its testing. In a 2005 examination report, examiners noted a concern 
about the level of senior man^ement oversight of risk tolerances. This 
concern primarily stemmed from lack of documentation, stress testing, 
and communication of firm risk tolerances and the extent to which these 
were reflected in stress tests. While the firm later took steps to document 
formal risk tolerances and communicate this throughout the firm, the 
recommendation related to stress testing remained open through 2008. 

Another regulator required institutions to show that they conducted stress 
tests of the institution’s ability to have enough funding and liquidity in 
response to certain events, including a credit downgrade or the inability to 
obtain unsecured, short-term financing. In addition, institutions were 
required to document that they had contingency plans to respond to these 
events. The regulator said that it specifically required institutions to 
conduct stress tests such as those based on historical events including the 
collapse of Long-Term Capital Management or the stock market decline of 
1987. However, regulatory staff told us that the liquidity crisis of 2008 was 
greater than they had expected. 


Regulators’ Oversight 
of Institutions’ Risk 
Management Systems 
Illustrates Some 
Limitations of the 
Current Regulatory 
System 


In this and other work, we identified two specific shortcomings of the 
current regulatory system that impact the oversight of risk management at 
large, complex financial institutions. First, no regulator has a clear 
responsibility to look across institutions to identify risks to overall 
financial stability. As a result, both banking and securities regulators 
continue to assess risk management primarily at an individual institutional 
level. Even when regulators perform horizontal examinations across 
institutions, they generally do not use the results to identify potential 
systemic risks. Although for some period, tlie Federal Reserve analyzed 
financial stability issues for systemically important institutions it 
supervises, it did not assess the risks on an integrated basis or identify 
many of the issues Idxat just a few months later led to the near failure of 
some of these institutions and to severe instability in the overall financial 
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system. Second, although financial institutions manage risks on an 
enterprisewide basis or by business lines that cut across legal entities, 
primary bzink and functional regulators may oversee risk management at 
the level of a legal entity witlun a holding company. As a result, their view 
of risk management is limited or their activities overlap or duplicate those 
of other regulators including the holding company regulator. 


Regulators Were Not 
Looking Across Groups of 
Institutions to Effectively 
Identify Risks to Overall 
Financial Stability 


In previous work, we have noted that no single regulator or group of 
regulators systematically assesses risks to the financial stability of the 
United States by assessing activities across institutions and industry 
sectors.'* In our current analysis of risk management oversight of large, 
complex institutions, we found that, for the period of the review (2006- 
2008), the regulators had not used effectively a systematic process that 
assessed threats that large financial institutions posed to the financial 
system or that market events posed to those institutions. 


While the regulators periodically conducted horizontal examinations in 
areas such as stress testing, credit risk practices, and risk management for 
securitized mortgage products, these efforts did not focus on the stability 
of the financial system, nor were they used as a way to assess future 
threats to that system. The reports summarizing the results of these 
horizontal examinations show that the purpose of these reviews was 
primarily to understand the range of industry practices or to compare 
institutions rather than to determine whether several institutions were 
engaged in similar practices that might have a destabilizing effect on 
certain markets and leave the institutions vulnerable to those and other 
market changes, and that these conditions ultimately could affect the 
stability of the financial system. 


Beginning in 2005 untU the summer of 2007, the Federal Reserve made 
efforts to implement a systematic review of financial stability issues for 
certain large financial institutions it oversees and issued internal reports 
called Large Financial Institutions’ Perspectives on Risk. With the 
advent of the financial crisis in the summer of 2007, the report was 


‘*GAO, Financial Regviation: A Frame%oork for Crafting and Assessing Proposals to 
Modernize the Outdated U.S. Financial Regulatory System, GAO-09-216 (Washington, 
D.C.; Jan. 8, 2009); Financial RegiUatian: Industry Changes Prompt Need to Reconsider 
U.S. Regulatory Strategy, GA(.)-05-61 (Washington, D C.: Oct. 6. 2004) and Long-Term 
Capital Management, Regulators Need to Focus More Attention on Systemic Risk, 
GAO/GGI>00-3 (Washington, D.C.: Oct. 29, 1999). 
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suspended; however, at a later time the Federal Reserve began to issue 
risk committee reports that addressed risks across more institutions. 

While we commend the Federal Reserve for making an effort to look 
systematically ^ross a group of institutions to evaluate risks to the 
broader financial system, the Perspectives of Risk report for the second 
half of 2006 issued in April 2007 illustrates some of the shortcomings in the 
process. The report reviewed risk areas including credit, market, 
operational, and legal and compliance risk but did not provide an 
integrated risk analysis that looked across these risk areas — a 
shortcoming of risk management systems identified in reviews of the 
current crisis. In addition, with hindsight, we can see that the report did 
not identify effectively the severity and importance of a number of factors. 
For example, it stated that: 

• There are no substantial issues of supervisory concern for these large 
financial institutions. 

• Asset quality across the systemicaily important institutions rem^s 
strong. 

• In spite of predictions of a market crash, the housing market correction 
has been relatively mild, and while price appreciation and home sales 
have slowed and inventories remain high, most analysts expect the 
housing market to bottom out in n\id-2007. The overall impact on a 
national level will likely be moderate; however, in certain areas housing 
prices have dropped significantly. 

• The volume of mortgages being held by institutions — warehouse 
pipelines — has grown rapidly to support collateralized mortgage- 
backed securities and CDOs. 

• Surging investor demand for high-yield bonds and leveraged loans, 
largely through structured products such as CDOs, provided continuing 
strong liquidity that resulted in continued access to funding for lower- 
rated firms at relatively modest borrowing costs. 

• Counterparty exposures, particularly to hedge funds, continue to 
expand rapidly. 

With regard to the last point, a Federal Reserv^e examiner stated that the 
Federal Reserve had taken action to limit bank holding company 
exposures to hedge funds. The examiner noted that although in hindsight 
it was possible to see some risks that the regulators had not addressed, it 
was difficult to see the impact of issxies they had worked to resolve. 
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When asked for examples of how the Federal Reserve had used 
supendsoiy information in coryunction with its role to maintain financial 
stability, a Federal Reserve official provided two examples that he 
believed illi^trated how the Federal Reserve's supervisory role had 
influenced financial stability before the current financial crisis. First, the 
official said Uiat the Federal Reserve had used supervisory information to 
improve the resilience of the private sector clearing and settlement 
infrastructure after the attacks on the World Trade Center on September 
i 1, 2001. Second, it had worked through the supervisory system to 
strengthen the infrastructure for processing certain over-the-counter 
derivative transactions. Federal Reserve officials noted that financial 
stability is not the sole focus of safety and soundness supervision and that 
several mechanisms exist in which regulation plays a significant role with 
other areas of the Federal Reserve in assessing and monitoring financial 
stability. Federal Reserve regulators indicated that other Federal Reserve 
functions often consulted with them and that they provided information to 
these functions and contributed to financial stability discussions, working 
groups, and decisions both prior to and during the current crisis. 

In October 2008, the Federal Reserve Issued new guidance for 
consolidated supervision suggesting that in the future the agency would be 
more mindful of the impact of market developments on the safety and 
soundness of bank holding companies. The new guidance says, for 
instance, that the enhanced approach to consolidated supervision 
emphasizes several elements that should further the objectives of fostering 
financial stability and deterring or managing financial crises and help 
make the financial system more resilient, The guidance says that two areas 
of primary focus would be: 

• activities in which the financial institutions play a significant role in 
critical or key financial markets that have the potentied to transmit a 
collective adverse impact across multiple firms and financial markets, 
including the related risk management and internal controls for these 
activities, and 

• areas of emerging interest that could have consequences for financial 
markets, including, for example, the operational infrastructure that 
underpins the credit derivatives market and counterparty credit risk 
management practices. 
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Primary Bank and 
Functional Regulators May 
Limit Their Oversight of 
Risk Management to 
Specific Legal Entities 
Such As Depository 
Institutions or Broker- 
Dealers 


Some regulators have noted that the current practice of assessing risk 
management at the level of a depository institution or broker-dealer did 
not reflect the way most large, complex institutions manage their risks. 
Regulators noted that financial institutions manage some risks 
enterprisewide or by business lines that cross legal entity boundaries. The 
scope of regulators’ supervisory authorities does not clearly reflect this 
reality, however. As set forth in the Gramm-Leach-Bliley Act, various 
regulators can have separate responsibilities for individual components of 
a large, complex financial institution. In addition, GLBA generally restricts 
the focus of holding company examinations to the holding company and 
any subsidiary that could have a materially adverse effect on the safety 
and soundness of an affiliated bank. OCC examiners told us that it was 
difficult for them to assess a bank’s market risk management because OCC 
focused on the national bank's activities, while the financial institution 
was manning risk across the bank and the broker-dealer. The examiners 
said that in some cases the same traders booked wholesale trades in the 
bank and in the broker-dealer and that the same risk governance process 
applied to both. 'Dms, both the primary bank regulator and the functional 
regulator were duplicating each other's supervisory activities. In addition, 
if initial transactions were booked in one entity, and transactions designed 
to mitigate the risks in that transaction were booked in another legal 
entity, neither regulator could fully understand the risks involved. While 
effective communication among the functional and primary bank 
regulators could address this limitation, securities regulators told us that 
they shared information with the Federal Reserve but generally did not 
share information with OCC. 


OCC examination materials show that examiners sometimes assessed 
risks and risk management by looking at the entire enterprise. In addition, 
OCC examiners often met with holding company executives. In previous 
work, we noted the likelihood that OCC’s responsibilities and activities as 
the national bank regulator overlap with the responsibilities and activities 
of the Federal Reserve in its role as the holding company regulator. We 
found in this review that this overlap continued to exist; however, we also 
continued to observe that OCC and the Federed Reserve share information 
and coordinate activities to minimize the burden to the institution. 


Securities regulators face similar challenges in assessing risk management 
at broker-dealers. In a number of past reports, we have highlighted tlie 
challenges associated with SEC’s lack of authority over certain broker- 
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dealer affiliates and holding companies,'' FINRA officials also cited two 
examples of limitations on their efforts to ovei^ee risk management within 
broker-dealers. Flret, they noted that FINRA’s regulatory authority 
extended only to U.S. broker-dealers and that related transactions 
generally are booked in other legal entities. FINRA noted that the riskiest 
transitions were usually booked in legal entities located offshore. FINRA 
also noted that often inventory positions booked in the U.S. broker-dealer 
might hedge the risk in another affiliated legal entities. From time to time, 
FINRA has requested that the U.S. broker-dealer move the hedge into the 
broker-dealer to reduce the amount of the losses and protect the capital 
base of the broker-dealer. An SEC official noted that to take advantage of 
certain capital treatment the transaction and the hedge would both need to 
be booked in the broker-dealer. Second, FINRA officials noted that their 
view was limited because market risk policy is set at the holding company 
level. 

In closmg, I would like to reiterate a number of central themes that have 
appeared often in our recent work. While an institution’s management, 
directors, and auditors ail have key roles to play in effective corporate 
governance, regulators — as outside assessors of the overall adequacy of 
the system of risk management — also have an important role in assessing 
risk management. The current financial crisis has revealed that many 
institutions had not adequately identified, measured, and managed all core 
components of sound risk management. We also found that for the limited 
number of large, complex institutions we reviewed, the regulators failed to 
identify the magnitude of these weaknesses and that when weaknesses 
were identified, they generally did not take forcefijl action to prompt these 
institutions to address them. As we have witnessed, the failure of a risk 
management system at a single large financial institution can have 
implications for the entire financial system. 

Second, while our recent work is based on a limited number of 
institutions, examples from the oversight of these institutions highlight the 
significant challenges regulators face in assessing risk management 
systems at large, complex institutions. WI\ile the painful lessons learned 
during the past year should bolster market discipline and regulatory 
authority in the short term, history has shown that as the memories of this 
crisis begin to fade, the hard lessons we have learned are destined to be 
repeated unless regulators are vigilant in good times as weU as bad. 
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Responsible regulation requires that regulators critically assess their 
regulatory ^proaches, especially during good times, to ensure that they 
are aware of potentiai regulatory blind spots. This means constantly 
reevaluating regulatoiy and supervisory approaches and understanding 
inherent biases and regulatory assumptions. For example, the regulators 
have begun to issue new and revised guidance that reflects the lessons 
learned from the current crisis. However, the guidance we have seen tends 
to focus on the issues specific to this crisis rather than on broader lessons 
learned about the need for more forward-looking assessments and on the 
reasons that regulation failed. 

Finally, I would like to briefly discuss how our current regulatory 
framework has potentially contributed to some of the regulatory failures 
associated with risk management oversight. The current institution-centric 
approach has resulted in regulators all too often focusing on the risks of 
irrdKIdual institutions. This has resulted and in regulators looking at how 
institutions were managing individual risks, but missing the implications 
of the collective strategy that was premised on the institution’s having 
little liquidity risk and adequate capital. Whether the failures of some 
institutions ultimately came about because of a failure to manage a 
particular risk, such as liquidity or credit risks, these institutions often 
lacked some of the basic components of good risk management — for 
example, ha\dng the board of directors and senior management set the 
tone for proper risk management practices across the enterprise. The 
regulators were not able to connect the dots, in some cases because of the 
fragmented regulatory structure. While regulators promoted the benefits 
of enterprisewide risk management, we found that they failed to ensure 
that all of the large, complex financial institutions in our review had risk 
management systems commensurate with their size and complexity so 
that these institutions and their regulators could better understand and 
address related risk exposures. 


This concludes my prepared statement, I would be pleased to answer any 
questions that you may have at the appropriate time. 


For further information about this testimony, please contact Orice M. 
Williams on (202) 512-8678 or at w’iiUaniso@gao.gov, Contact points for 
our Offices of Congressional Relations and Public Affairs may be found on 
the last page of this statement. Individuals making key contributions to 
this testimony include Barbara Keller, Assistant Director; Nancy Barry, 
Emily Chalmers, Cla 5 ^on Clark, Nancy Eibeck, Kate Bittinger Eikei, Paul 
Thompson, and John Treanor. 
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The Second 
S&L Scandal 


How OTS allowed reckless and unfair lending 
to fleece homeowners and cripple the 
nation’s savings and loan industry. 

•! Overton 


THE SHOCKS TO AMERICA’S BANKING SYSTEM have come one aft:er another in recent months. Among 
the worst blows; the meltdowns of IndyMac Bank and Washington Mutual Savings Bank. Washington Mutual 
vepresentcd the largest bank failure in the nation’s history; IndyMac’s fall was the fourth largest ever- 

Tl-iere was a common thread in both of these calamities; a surge of high-risk lending that put borrowers, 
shareholders and depositors in harm’s way. The other common thread; weak regulatory oversight by the federal 
Office of Thrift Supervision (OTS), the agency responsible for overseeing thrifts, or savings and loans as they once 
were more commonly called. 

IndyMac and WaMu’s unsafe lending grew under the less-than-watchfitl eye of OTS. An analysis by the Center for 
Responsible Lendiirg makes it clear that OTS foiled in its responsibility to ensure the safety and soundness of thrifts 
and to protect consunters from abusive practices. 

• Duriirg the mortgage boom, OTS allowed WaMu. IndyMac and other thrifts to engage in increasingly risky 
lending practices that harmed borrowers and undermined the institutions' own financial health. 

• Even as thrifts' financial positions deteriorated, the OTS was slow to act™ failing to cake aggre.ssive action 
that could have significantly reduced the economic fallout from bank failures. 

• The agency obscured the seriousness of thrifts' financial problems. In some instances, the OTS allowi*d banks 
to falsify financial results to mask poor performance that would have raised alarms sooner. 

The damage caused by the agency’s failures is enormous. In 2008, five thrifts with assets tocaling $354 billion 
collapsed.’ Seven other thrifts holding assets totaling another $350 billion have been sold or are caught up in their 
parent companies’ bankruptcies.* 

By comparison, in the worst year of the original savings ^d loan crisis,! 989, thrifts with assets totaling $135 billion 
foiled.’’ Even when inflation is taken into account, the dollar total for 2008’s feilures still exceeds chose for 1989.“ 
Over the entire decade of the earlier S&L crisis (1986-1995), total failures involved $519 billion in thrift assets.* 

OTS, which was created in 1989 to clean up chat era’s S&L mess, is now presiding over the nation’s “Second S&.L 
Scandal." This second historic crisis could not have hapf^ned without years of inaction and negligence by the 
agency responsible for policing the industry. 
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What Should be Done? 

The Center for Responsible Lendir^ believes OTS should be eliminated as a free-standing agency. The thrift 
charter is no longer an effective tool for supporting and supervising institutions involved in mortgage lending and 
banking. CRL supports the Treasury Department's proposal to phase out the thrift charter and merge OTS into the 
Office of the Comptroller of the Currency.* 

This would be a first step toward creating a more streamlined regulatory structure for America's hanks, with 
federally chartered banks and thrifts overseen by the OCC, bank holding companies overseen by the Federal 
Reserve Board and state-chancred thrifts continuing to operate under the umbrella of state regulators.^ 

None of this is to suggest that OTS was the only federal regulatory agency that failed to counter the growth of 
unsafe and unseemly practices in the mortg^e market. The entire federal regulatory' structure — including the OCC 
and the Federal Reserve — shares responsibility for the mortgage debacle.* Eliminating OTS won’t cure all of the 
banking system’s regulatory ills, and it would be incumbent upon an expanded OCC to improve its own record — 
by stepping up its consumer protection efforts and by giving up its efforts to .shield lenders from state consumer laws 
and enforcement.® 

OTS's failures stand out, however, because of its hands-off attitude toward regulating thrifts, because of the size of 
the in,stitutions that have perished under its watch, and because its charter and positioning within the regulatory 
system make no sense in an era of rapid change and dramatic challenges within the mortgage and hanking worlds. 

This paper reviews OTS's record of failure and makes the case for significant changes needed to fix our nation’s 
broken regulatory system. Finally, it lays out principles that should guide policymakers and regulators as they try to 
design a system that protects homeowners and families and ensures that banking institutions never again engage in 
the kind of reckle.ss behavior chat has helped produce America's worsr financial catastrophe since the 1930s, 


The OTS Record 

In the face of criticism, OTS has countered that it has done all it could, considering the massive problems in the 
nation’s mortgage markers as well a.s world financial markets, "Given the real estate crisis over the past 18 months, 
and the focus by thrifts on mortgage lending, it is not surprising that some of our institutions are facing challenges," 
OTS director John M. Reich said recently.'® Reich added that OTS "would never tolerate any product that is 
predatory in nature. Wc know, however, that a reasonable product can be inappropriately ‘sold’ to a customer by an 
inexperienced, or greedy, loan originator. As part of our comprehensive examination program, we are vigilant to 
identify, and punish, such deplorable practices.”" 

OTS officials have even gone so far as to tout the agency’s experience in supervising mortgage lending, arguing that 
its authority to regulate the home-loan market should be expanded.'^ 

OTS's upbeat a.sses.sment of its own capabilities offers a picture of an agency that lacks awareness of it.s own flaws 
and failures. A close look at OTS’s record shows the agency consistently ignored clear warning signs of the coming 
disaster — and that it simply doesn’t have the expertise, the structure or the will to oversee the healthy functioning 
of mortgage and banking markets. 

In 2004, as warning signs of dangerous practices in the mortgage market grew, chen-OTS director Jame,s Gilieran 
made it clear his agency was determined to keep a pliable attitude toward policing the home lenders; “Our goal is to 
allow thrifts to operate with a wide breadth of freedom from regulatory intrusion."" Between 2001 and 2004, OTS 
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stashed its staff by 25% and changed its examination structure to emphasize having lenders do “sclf'evaluarions” of 
their compliance with consumer protection lawsd^ By 2005, OTS had a new director, John Reich, but the message 
was similar- NX-Tien concerns were raised about lenders’ lack of concern for borrowers' ability to repay thetr loans, 
Reich cautioned that regulators shouldn’t interfere with thrifts that “have demonstrated chat they have the know- 
how to manage these products through all IciikIs of economic cycles.’’^* 

As the housing market boomed, OTS allowed thrifts to dramatically reduce the share of revenue they set aside to 
cover iosse.s. By Sepreraber 2006, capital reserves held by OTS-licensed institutions had fallen to the lowest level in 
20 years, to less than one-third of their historical average.'* This left thrifts increasingly vulnerable as loans began 
defaulting in higher numbers and the mortgage market swooned. 

Even now, the toll of OTS’s regulatory missteps and inaction continues to mount, in terms of borh the number of 
families that have lost their homes and in the number of big lending institutions chat have collapsed. The problem, 
however, didn't begin in 2008. The seeds of the meltdown among the nation's thrifts were sown over the better part 
of a decade, as OTS allowed lenders under its supervision to market dangerous products and engage in increasingly 
unsafe practices. A took at the failures of four institutions under OTS's watch — Superior Bank, MetBank, IndyMac 
and Washington Mutual — provides case studies in OTS’s long-standing shortcomings as a regulator. 


Superior Bank, FSB 

In July 2001, OTS declared Superior Bank insolvent in what could be called a dress rehearsal for the market-wide 
subprime mortgage meltdown that followed a few years later. Like many of the lenders that have imploded over the 
past two years, Superior did itself in with a toxic combination of risky lending and accounting that was, to put it 
gently, overly optimistic. Investigations by the Government Accountability Office'^and inspector general offices 
at the Treasury Department’* and Federal Deposit Insurance Corporation’^ concluded that OTS ignored growing 
risks in the bank’s business strategy that had been evident as far back as 1993, when the bank began an aggressive 
program of buying subprime home-improvement loans and packaging them into mortgage-backed securities. The 
bank expanded this business even as the quality of the loans in Us securities pools began to deteriorate due to rising 
delinquencies.*® 

The FDIC’s audit said, “Warning signs were evident for many years, yet no formal supervisory action was taken 
by OTS until July 2000, which ultimately proved too late.”*’ The Treasury Department’s report added that the 
agency’s examinations "lacked sufficient supervi.sory .skcprici.sm” and that OTS’s enforcement efforts were simply 
"coo little and too late."** 


NetBank, FSB 

OTS closed NetBank in September 2007, a failure that FDIC estimated would cost the government’s Deposit 
Insurance Fund $108 million.** The bank failed to weather the general market downturn due to a combination 
of ineffective business controls and strategies, and high expenses and large losses on commercial leases and home 
mortgages.*^ Rather than dialing back its mortgage lending as the secondary mortgage market began concracting, 
Necbank instead cried to increase volume by reducing its underwriting and documentarion standards. The result 
was a surge of questionable loans. In 20^, investors forced NetBank to buy back $182 million in problem loans, a 
threefold increase from the year before.** 
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As in the case of Superior Bank, an Inspector Generals investigation found OTS to be ineffectual in its oversight 
of NetBank. The Inspector General said OTS “did not react in a timely and forceful manner" to “repeated indica- 
tions of problems in NecBank's operations’’ — problems that had been evident for years in OTS examinations^^ 

The report notes chat OTS failed to look at the credit quality of loans that Irad been sold to investors tc5 assess the 
risk that NetBank might have to repurchase them later. This is a startling ptoint, given chat OTS has touted its 
experience in overseeing mortgage lerwling. Its staff’s inability in this instance to fully understand a crucial risk 
factor faced by residential lenders casts doubt on the agency’s ability to police the home loan industry^ 

Another concern in the NetBank case was OTS’s apparent inability to learn from its failures. While a November 
2007 interna! OTS review acknowledged the agency should have focused more on NetBank’s high-risk activities, 
the review “did not include any specific corrective actions OTS diould cake to address the areas of concern it iden- 
tified,” according to the Inspector General.^^ A government agency that doesn’t learn from its mistakes — and fails 
to take aggressive steps to make sure they don’t happen again — doesn’t inspire confidence in its ability to do its job. 


IndyMac Bank, FSB 

The agency’s failure to learn anything from missteps in the Superior and NetBank ca.ses is apparent in the record of 
its oversight of IndyMac Bank. The failure of IndyMac is a case study in long-term regulatory inaction. 

OTS didn't take effective action to correct the unsafe and unsound lending that characterized IndyMac's 
business model during the mortgage boom. Likewise, in the months before IndyMac failed. OTS didn’t take 
aggressive action to respond to clear warning signs that IndyMac's loan performance and financial returns were 
rapidly deteriorating. 

A review of the public record indicates that OTS had ample warning, going as far hack as 2001, that IndyMac cook 
a less-than-scringent approach to underwriting loans and managing the risks of doing business. 

Before the boom 

Court documents filed by IndyMac’s former chief commercial appraiser assert chat OTS raised questions in 2001 
about the accuracy of appraisals done on subdivisions and other properties financed through the bank’s homebuild- 
er and commercial lending program.^® Even after being put on notice by OTS, the former executive claimed, top 
IndyMac officials pressured him ro approve appraisal reports that included false or misleading information, and ro 
change appraisals that sales staffers were unhappy with. The former executive told CRL recently chat he informed 
OTS in 2002 about his negative experiences at IndyMac. 

It's unclear whether OTS took further action on the issue. It's worth noting, however, that homebuilder loans 
became one the worst-performing segments of IndyMac's lending businesses. Of the S 1 .95 billion in construction 
loans outstanding on IndyMac Bank’s books as of June 30. 2008, 39% were delinquent, and 34% were more than 
90 days past due. The $656 million in serious delinquencies — apparently related to subdivisions chat may never be 
completed and thus may have extremely limited liquidation value — dwarfed the $487 million in mortgage loan loss 
reserves for loans of any description present on the bank's books at that time.** 
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During the boom 

As IndyMac grew its residential mortgage business dramacically during the mortgage boom, it increasingly engaged 
in unsafe lending. CRL’s incer\'iews with former employees and records of lawsuits in 10 states uncovered suhstan- 
tial evidence that IndyMac pushed through large numbers of loans based on inflated appraisals and falsified income 
data that exaggerated botrowers’ ability to repay their loans.” One former IndyMac mortgage underwriter described 
the drive to push through questionable loans this way: “There’s a lot of pressure when you’re doing a deal and 
you know it’s wrong from the get-go~that the guy can’t afford it. And then they pressure you to approve it.” The 
refrain from management, he recalled, was blunt: “Find a way to make this work."^’ 

Had OTS looked with a skeptical eye. it wouldn’t have been hard for the agency to find indications that IndyMac 
was engaging in high-risk lending. This was made clear by the large percentage of poorly documented mortgage 
products that made up IndyMac’s loan portfolio. 

In one example, less than 10% of the dollar volume a $354 million pcx)l of residential mortgages chat IndyMac 
packaged into mortgage-backed securities in 2(X)6 involved “full-documentation" loans. The rest involved low- or 
no-documentation loans — mostly “stated income” loarts in which borrowers' income was simply atfirmed without 
supporting evidence such as tax documents or pay stubs.” IndyMac and other lenders pushed these products despite 
the fact that most borrowers were both able and willing to provide documentation. Lenders did so because invescons 
were willing to pay more for risky loans and because “stated income” loans and other low or no-doc products made 
it easier for lenders to ignore basic underwriting standards and increase loan volume. 

At IndyMac, the result was a long list of borrowers stuck in predatory loans they had little hope of paying. They are 
people like Simeon Ferguson, an 86-ycar-old retired chef living in Brooklyn, N.Y. Mr. Ferguson was suffering from 
dementia at the time he got a loan from IndyMac. A lawsuit filed on Mr. Ferguson's behalf claims a mortgage broker 
used the false promise of a 1% interest loan to steer Mr. Ferguson into an IndyMac “stated income” loan program 
for retirees, IndyMac made no effort to verify retirees' income, attempting ro duck accountability “by deliberately 
remaining ignorant of the borrower’s ability to pay the mortgage,” the law.suit says. IndyMac’s instructions for 
preparing the mortgage application required that "the file must not contain any documents that reference income 
or assets.”** 

During the bust 

After failing to check IndyMac’s risky behavior during the boom years, OTS failed to take effective action to get it 
to pull back from risky lending as the mortgage market began to falter. 

The damage to borrowers, employees, shareholders, depositors and ultimately taxpayers would have been reduced 
if OTS had forced IndyMac to retrench as the housing and mortgage markets slowed and then fell apart in 2006- 
2007. Instead, IndyMac continued to push aggressively for more loan growth, increasing its loan volume by some 
50% in 2006, during a year when overall industry volume fell slightly. 

IndyMac boosted volume by relying on risky, weakly underwritten mortgage products and igrioring borrowers’ 
ability to repay their loans. In the first quarter of 2007, just 21% of IndyMac’s total mortgage production involved 
“full-documentation” loans. 

As the bank's situation worsened, OTS failed to identify the danger that IndyMac faced — despite the fact that 
measures of the bank’s financial health already showed significant signs of trouble as of June 30, 2007, and indicated 
an accelerating deterioration just three months later on Sept. 30, 2007. 
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• After exceeding induscr)* averages for several years, by June 2007 IndyMac Bank's return on assets of 0.50% 
lagged below the industry average of 0.77%, and its equity-to-assecs ratio of 6-48% lagged below the industry' 
average of 9.87%. Other performance ratios had also fallen behind industry averages by significant margins.^* 

• IndyMac’s dollar volume of non-i«rfonning assets exploded 1 1-fold in 15 months— going from $184 million 
{0.63% of assets) at the close of 2006 to $2.1 billion (6.51% of assets) at the end of the first quarter of 2008.'* 

• The company booked a loss of $203 million in the third quarter of 2007 and then a whopping $509 million 
loss in the fourth quarter: for the year, itpt»ced a loss of $615 million. It continued losing money in 2008, 
reporting a $184 million loss in the first three months of the year.*’’ 

Despite these disquieting numbers, IndyMac didn’t make it onto the FDIC’s list of troubled institutions until June 
2008, shortly before its July failure. According to the FDIC, it wasn’t on the list because OTS didn't pur it there.'* 

In the aftennach of the failure, an OTS spokesman said the agency was “fully aware” of IndyMac’s problems and 
started its regular exam in January 2(X)8, four months ahead of schedule.'* 

But as with Superior Bank and NetBank, OTS’s action was too little, too lace. OTS’s failure to realize the 
seriousness of IndyMac’s situation is perplexing, given chat other observers, relying on publicly available data, 

W'cre able to develop a clear picture of the just how bad things were at IndyMac; 

• Highline Financial — a research service that rates the safety of banks and thrifts on a 99 (best) to zero (worse) 
scale — dropped its rating on IndyMac from 55 at the end of 2006 to one at the end of 2007 — and then down 
to zero in March 2008.^“ 

• Bankraie.com gave IndyMac its worst of five ratings in its Safe &. Sound scorecard in March 2008.*’ 

• An analysis by TheStreet.com found chat as of December 2007, IndyMac Bank held the third highest 
percentage of non-performing assets among the nation’s 20 largest savings and loans — and the worst ratio of 
non-performing loans to core capital/loan loss reserves.*^ 

As IndyMac unraveled, a cop OTS official worked to help the thrift delay tighter regulatory scrutiny, according to 
an investigation by the Treasury Department's Inspector General.** The probe found that, just two months before 
IndyMac’s collapse, the OTS official gave the thrift permission to falsify its financial statements, a move that 
allowed it to avoid increased regulatory oversight.** 

Investigators discovered that Darrel Dochow, OTS's western regional director, had allowed IndyMac to count 
money it received from its bank holding company in May 2008 in a quarterly report outlining its financial condi- 
tion as of March 31, 2008."** The extra $18 million increased IndyMac's capital cushion, allowing it to be listed as 
“well capitalized" rather than "adequately capitalized,'' a designation chat would have required the thrift to get .spe- 
cial permission from the FDIC to collect deposits through deposit brokers.** Brokered deposits — sometimes known 
as “hot money" — are an unstable source of funding because brokers often move them quickly from institution to 
insttruiion in search of the best rates. 

The Inspector General also noted that OTS had allowed other institutions to engage in similar bookkeeping 
trickery.*’’ He did not name the other thrifts. 

The Washington Post reported that in addition to allowing IndyMac to fudge its balance sheet numbers, Dochow 
may have taken other actions that impeded oversight of the thrift: “At another point last spring," the Po.5t said, 
“Dochow limited the scope of a review by OTS regulators (rf IndyMac’s portfolio of loans and other assets, 
overruling the advice of others in the agency, acewdir^ to a source with knowledge of the incident.”’* 
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OTS director John Reich downplayed Docbow’s actions, describing them as a “relatively small factor in the events 
leading to the failure of IndyMac.”^’ However, U-S. Sen. Charles E. Grassley said: “The role of the Office of Thrift 
Supervision, as the name says, is to supervise these banks, not con^ire with them, it’s good the impeccor general 
has opened a full-blown audit as a result of this case. Everyone ought to be paying very close attention.''^® 

Dochow has been temporarily relieved of his management duties. The Post noted chat — in yet another indication 
of the parallels berween the firsr and second S&L deludes — it is “the second time Dochow has been removed from 
a position as a senior thrift regulator. He wsa demoted in the early 199{^ after federal investigators found chat he 
had delayed and impeded proper regulation of Charles Keating’s failed Lincoln Savings and Loan.’’^‘ 

The final toll 

OTS closed IndyMac on July 11, 2008. It was a tragedy with severe consequences for many Americans. Thousands 
of bank employees lost their jobs. Large numbers of customers with uninsured deposits will get only a fraction of 
their savings back. FDIC announced in early 2009 that a group of private investors would buy the remnants of the 
thrift.*^ Even with the sale, the government expects IndyMac’s failure to cost the federal Deposit Insurance Fund 
$8.5 billion to $9.4 billion.®^ 

.^11 this could have been avoided had 0*1^ done its job going back to the early part of this decade, by subjecting 
IndyMac to firm, responsible oversight. By 2007, things had probably gone too far to prevent a severe downward 
slide by IndyMac. The volume of bad loans made by IndyMac was simply too immense. However, timely action 
during the mortgage and credit crisis would have prevented the lender from making still more abusive and 
unsustainable mortgages and mitigated some of the damage from IndyMac’s risky practices, reducing the harm to 
borrowers, depo-sitors and taxpayers. 

In addition, had OTS moved faster to put IndyMac into receivership, it would have allowed the FDiC to move in 
earlier and tackle the bank’s problems. Under its chief. Sheila Bair, the FDIC has moved to modify homeowners’ 
loans, helping borrowers save their homes and reducing the losses incurred from IndyMac’s had lending.** However, 
the FDIC has been forced to play catch up due to OTS’s lassitude. 


Washington Mutual Savings Bank 

OTS seized Washington Mutual Savings Bank, the largest institution under its supervision, on Sept. 25, 2008, 
and sold its assets to JPMorgan Chase 61 Co at a fire sale price of $1.9 billion.*® A day later, the hank’s holding 
company, Washington Mutual Inc., filed for Chapter 1 1 bankruptcy. 

It wa.5 by far the largest bank failure in American history. The bank had roughly $307 billion in assets and 
$188 billion of deposits.*® WaMu was nearly eight times larger than the biggest previous U.S. bank to foil, 
Continental Illinois National Bank & Trust, which had $40 billion in assets when it went under in 1984.*^ 

An analysts of WaMu’s rise and fall shows OTS failed to stop the bank from taking the risky path chat led to 
its collapse. 
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Early warning signs 

In the early part of this decade, law^its and investigations highlighted questionable practices at WaMu, raising red 
flags that should have prompted OTS to be more vigilant about scnicimiing the company. For example; 

• In 2001 a Mississippi jury found that Washington Mutual Finance, the bank’s consumer-finance unit, had 
fleeced borrowers by enticing them to refinance their loans again and again and packing the deals with over- 
priced insurance. The jury hit the company with a $71 million verdict (later reduced to $54 million by the 
trial judge). Attorneys for the borrowers claimed the lender targeted borrowers who couldn’t read or write.*® 

• A 2003 lawsuit by a former Washington Mutual Firtance manager in Utah claimed that he'd been forced out 
of his job after he complained about predatory practices that hurt borrowers.** 

• Also in 2003, class-action lawsuits in multiple states accused WaMu of gouging borrowers with illegal fees. 

In a Minnesota case, borrowers’ attorneys claimed WaMu customers "were systematically overcharged tens 
of millions of dollars in excessive and unauthorized prepayment fees.” The company allegedly overcharged 
one Minnesota borrower $8,452; another was charged $6,349 more than what his contract allowed, the suit 
claimed.*® 

• In October 2(X)3, Texas’ Attorney General announced that more than 200 consumer complaints had 
prompted it to open an investigation of lost mortage payments and improper foreclosures at the bank. 
BttsmesiWeek's story about the company’s legal problems was headlined: “Is This Any Way To Run A Bank? 
WaMu's alleged blunders have it fending off lawsuits and complaints.”** 

Texas authorities reached an agreement with Washington Mutual aimed at reforming practices that had resulted 
in wrongful foreclosures and unfair consumer credit reports.** Because federal bank regulators’ enforcement actions 
typically aren’t made public, it’s unclear what action OTS took in response to WaMu’s well-publicized problems In 
2001 to 2003. What’s clear is that whatever action OTS did take, it wasn’t aggressive or far-sighted enough to rein 
in the bank’s flawed practices. 


Ramping up abusive loans 

in fact, the bank increased its level of risky lending to new heights as the housing and mortgage markers boomed. 
WaMu grew its volume of subprime lending from just under $20 billion in 2003 to $36 billion in 2005, according to 
Inside Mortgage Finance.*’ In 2005 and 2006 WaMu funded a total of $107 billion in payment option adjustable rate 
mortgages (POARMs), and. by the end of 2007, it held $48 billion in POARMs chat resulted in negative amortiza- 
tion, meaning that monthly payments weren’t enough to cover monthly interest charges,** 

Poorly underwritten “negative amortization” loans can be hazardous for borrowers, because the mortgage payments 
are kept artificially low, and the total homeowner's overall debt climbs as each month pas.ses. The loans also can 
distort reported profitability of the financial instimrion. Because the institution books accrued interest as income, 
the kind of downturn we have seen over the past two years can wipe our paper profits, and further jeopardize the 
financial future for rbe institution. 

According to former employees cited in court documents, WaMu lowered its loan underwriting standards to such 
an extent chat borrowers with weak credit histories qualified for prime loans, and loans chat were designated “fully 
documented” in fact were approved with little or no documentation of borrowers’ incomes and assets.*’ Former 
employees also confirm in the court documents that, well into 2007, WaMu underwrote pay option ARM loans 
based on the bottowers’ ability to afford the low “teaser” payment — and not the full payment that inevitably would 
cause borrowers’ monthly obligatiorts to skyrocket.** 
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The result of WaMu's high-wire strategy: a glut of loans that borrowers couldn’t afford. Foreclo.surc races for 
Washington Mutual Savings Bank quadrupled, going from 0.1 1% in the second quarter of 2007 to 0.46% in 
the second quarter of ZtXJS.” 

One example of WaMu’s less-than-stecling lending record has been highlighted by Mike Sbedlock, an economic 
analyst who’s been cracking a bundle of more than $5CK) million in loans that WaMu packaged into a mortgage- 
backed securities pool around May 2001. The borrowers didn’t appear to be bad risks; their average F1CO score 
copped 700, indicating they had solid credit histories. But little more than 10% of the loans in the pool required 
full documentation from the borrower. One year into its life, 23 percent of the pool was already in foreclosure or in 
repossession.®® 

Behind the numbers, WaMu’s bad lending produced real suffering among the real people who were on the receiving 
end; 


• .A disabled homeowner in Kansas City, Mo. claims in a lawsuit that an independent mortgage broker stuck 
her in an adjustable-rate loan from WaMu that was packed with predatory fees and left her paying nearly 
70% of her income in monthly mortgt^e payments. The suit charges that WaMu’s subprime home-loan 
unit. Long Beach Mortgage, relied on a grossly inflated appraisal and failed to verify whether she could afford 
ihc loan., dramatically increasing the chances she’d lase the home that she’d owned for more than three 
decades.®* 

• In a case reported by the Los Angeles Times, a 54'year'old Mexican immigrant with a .sixth grade education 
ended up with a WaMu loan his family couldn’t afford after signing loan documents written only in English, 
“a language he neither speaks nor reads." The Santa Ana. Calif., resident claimed an independent mortgage 
broker working on Washington Mutual’s behalf misled him about how much the loan would cost. In addi- 
tion, the loan application that WaMu approved inflated his income, as well as rhe income of his daughter, 
claiming he made $7,400 a month as owner of a landscaping company and that she made $5,700 as month as 
owner of a housecleaning company. In truth, he worked as a glass cutter and she worked in a noodle factory, 
and both made $9 hour. Rather than earning $157,000 a year between them, they actually made closer ro 
$60,000.^'’ 

• In a similar case reported by the Mercury Nem, a Latino couple in Easr San Jose, Calif, claimed it received 
two mortgages through Long Beach Mortgage after the lender approved a loan application that falsely 
claimed the family had income of more than $100,000, as well as $19,700 in the bank. The loan contracts 
called for rhe family to initially pay over $3,500 a month, more than the family’s actual monthly income. 
And thing.s would only get worse: the monthly payments were poised to adjust every six months and climb 
above $4,300 and beyond.^* 

These borrowers weren’t alone. Evidence turned up in investigations by govemmenr officials, private attorneys 
and news outlets indicate WaMu's bad practice.? went well beyond individual cases and instead involved systematic 
efforts to mislead borrowers and investors. 

Stare authorities in New York are pressing a case ihar accuses WaMu of widespread fraud in its appraisal process. 
Appraisal fraud is often a crucial element of predatory lending: inflating home values allows lenders to make shaky 
loan,s that are unlikely to be approved otherwise, and then offload the risks to investors who are led to believe that 
the loans are safer bets than they really are. 

In November 2007, New York state Attorney General Andrew Cuomo sued one of the nation’s largest appraisal 
companies, claiming that rhe firm had caved into the pr^ure from WaMu to use only appraisers who would "bring 
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in the values" chat WaMu’s loan production staff demanded/* Cuomo said WaMu had ’'strong-armed” the appraisal 
firm into allowing the bank to hand-pick appraisers willing to inflate home values and help questionable loans go 
through, as pan of “a system designed to rip off homeowners and investors alike."^^ In all, the appraisal firm did 
more than 260,000 appraisals for WaMu between the spring of 2006 and the fall of 2007, earning $50 million in 
fees. 

A securities fraud class action in federal court in Seattle claims WaMu took irresponsible risks and manipulated 
the appraisal and underwriting processes in order ro exaggerate home values and borrowers' ability to pay.’* TT>e 
lawsuit claims WaMu management used intense pressure and rich financial incentives to push employees ro ignore 
common-sense underwriting principles and pump up loan volume. 

The risks the company rook were “very scary," according to a former assistant vice president at WaMu who is 
quoted in the lawsuit. A former WaMu underwriter in Oregon reports in the lawsuit that employees regularly 
inflated borrowers' incomes on their loan applications, noting that on "stated income” loans that SS.OOO-a-monrh 
was the “magic number" that employees would put down for borrowers’ incomes, “h got to be a joke after a while,” 
the former underwriter said. 

An ABC News investigation that draws on the lawsuit found evidence that WaMu’s management brushed aside 
and in some cases fired risk management gatekeepers who warned chat the hank was sreering down a dangerous 
path. “Everything was refocused on loan volume, loan volume, loan volume.” a former senior risk manager told 
ABC, adding that on several occasions higher ups pressured him to upgrade his risk assessment in order to make a 
loan deal go through.’^ Dorothea Larkin, a former credit risk manager for Washington Mutual, told the Washingron 
Post that the bank aggressively pushed exceptions to its lending standards that allowed it to approve more and more 
option ARM loans. "As we kept making the same exception over and over again, what was an exception in 2003 
and in 2004 became the norm in 2005," Larkin said.’* 

In 2005, a group of senior risk managers crafted a plan requiring that loan officers document that borrowers could 
afford the full monthly payment on option ARMs. A former bank official told the Wa,vfiington Post that OTS signed 
off on the plan, but “never said anything" after bank executives rejected the plan.” 

OTS also allowed WaMu to reduce the share of revenues it set aside to cover losses on new loans. By mid-2005, 
WaMu held $45 to cover losses on every $10,000 in outstanding loans, or about 25% less than the already declin- 
ing average for OTS-regulated institutions.’* 

This lethal combination — a growing flood of ri.sky loans combined with a dwindling cushion against defaults — 
doomed WaMu. 


Reckless disregard 

As in the case of IndyMac, rhe OTS waited until the eleventh hour before allo’^t'Eng WaMu to be placed on the 
federal government’s list of troubled banks. That designation didn’t come until a week before WaMu's failure. 
According to American Banker, FDIC officials had begun pushing OTS in August 2008 to downgrade WaMu's 
supervi.sory rating and clear the way to put the company on the government's list of problem banks. But that 
sparked an argument between the agencies, with OT^ "arguing that WaMu’s situation was stable, and that it was 
working to correct the problem.”” 

OTS was wrong. WaMu wasn’t stable and the ^ency’s efforts didn't save the troubled bank. WaMu failed because 
its leaders put short-term gains and market share ahead of the interests of its customers and shareholders — and in 
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large measure because OTS didn’t take to heait the lessons it should have learned from che falls of NerBank and 
IndyMac, as well as the general implosion of other lenders and financial firms. 

Too Much to Handle: OTS and Financial Conglomerates 

Among the accomplishments that OTS toured in its 2007 annual report was the agency's designation as an “equiV' 
alent consolidated supervisor" — a seal of approval from European financial regulators chat essentially authorized che 
U.S. agency to serve as che worldwide regulator for a number of financial conglomerates with international breadth. 
These included three of the biggest names in American finance: GE Capital Services. Ameriprise Financial Group 
and American International Group ( AIG). OTS, which had federal authority over the three because they oper- 
ated thrifts, boasted chat the designation was “a striking sign of how well other nations regard che quality of OTS 
supervision.”*® 

The Europeans’ regard for OTS was misplaced, it’s now clear that OTS’s inabiliry to oversee che risks associated 
with complex financial derivatives contributed to the near-failure of AiG, which in turn has forced the federal 
government to dole our more rhan $1 50 billion in bailout monies to keep che company alive. 

AIG, the world’s largest insurance company, was nearly destroyed by “a freewheeling little 377-person unit in 
London" chat infected the company with a virus monstrously bad bets on insurance-like derivatives products 
known as “credit-default swaps."*’ According to the New York Times, the small AIG unit that handled these 
transactions pushed its huge corporate parent to the brink because it operated “in a climate of opulent pay. lax 
oversight and blind faith in financial risk models."®^ 

OTS failed — until it was too late — to understand the dangers that massive derivative hers had created for AIG. A 
top OTS official has adrakred that the agency misjudged che risks of more than $500 billion in credit-default swaps 
that AIG held on its balance sheet as of 2007. AlG’s balance sheet risks included some $60 billion in swaps tied to 
suhprime mortgages.” 

“We were looking at the underlying instruments and seeing them as low-risk," said C.K. Lee, head of che OTS’s 
Complex and Intemactonal Organizations unit, which oversaw AIG. “The judgment the company was making was 
that there was no big credit risk.”** 

Credit default swaps are designed to help companies cushion risks, acting as insurance policies if, for example, a 
corporate borrower defaults on a debt. But swings in market conditions can sting buyers or sellers of swaps, forcing 
them to take big losses or raise big sums as collateral.** Lee said the swaps were viewed as “fairly benign products" 
and chat "we missed the impact" of so-called collateral triggers, which required AIG to set aside billions of dollars 
to increase the safety cushion in the event of a market downturn or a downgrade in che company's credit rating. 

In a recent article, the investigative news organization ProPublica found chat OTS had failed to take strong steps 
to force AIG to curb its exposure despite years of accounting errors and ocher problems in its derivatives business. 
Among che red fiag.s; 

• 2004: AIG paid an $80 million fine to settle a criminal investigation by the U.S. justice Department, which 
had accused AIG of aiding and abetting securities fraud involving swaps and other transactions, 

• 2005: AIG reported accounting errors and weaknesses relating to derivatives totaling roughly $2.5 billion. 

• 2006: AIG reporred $3(X) million in “out-of-period adjustments" relating to derivative-related assets. 
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• 2007: A dispute with trading partner Goldman Sachs raised new questions about the value of AiG’s swaps. 

• Early 2008: AiG disclc^ed that a “third-party analysis” had predicted $9 billion to $ I i billion in losses on 
its credit-default swaps portfolio. Nevertheless, AlG's own forecast predicted losses of just $1.2 billion to 
$2.4 billion.®* 

OTS raised concerns with AlG about its derivatives bets but never took formal enforcement action. In March 
2008 Lee sent AIG a letter asking the firm to come up with a “correccsve action plan" regarding its derivative,s bets 
within 30 days.®’ 

But Lee left his job of as head of OT^’s Complex and International Organizations unit a month later, and the unit 
was “quietly disbanded,” according to ProPublica. “AIG missed its deadline for a corrective plan, and the one it 
later submitted couldn’t stop the company's decline.”** 

AIG came under increasing strain as market conditions worsened and collateral requirements for its swaps 
increased, growing from $850 million in mid-2007 to $16-5 billion in mid-2008. After AIG's credit rating was 
downgraded in September 2(X)8, AIG couldn’t come up with an additional $18 billion in additional collateral 
required under derivatives contracts it had issued.** The situation was perilous. 

AIG probably would have gone under if the Federal Reserve hadn't .stepped in September 2008 with an emergency 
$85 billion loan. Since then, the Federal Reserve and the U.S. Department of Treasury have aggregately escalated 
their local package of loans and equity investments in AIG to more than $150 billion.’* 


OTS Should be Eliminated for Structural Reasons 

Beyond the agency's performance record in recent years, there are other sound reasons for ending the thrift charter 
and doing away with OTS. Structural flaws in the federal bank regulatory system make it unlikely chat even the 
most conscientious efforts could transform OTS into an effective reguiaror. 

Eruding Teguiatory duplication 

In making the case for eliminating the thrift charter, the Treasury Department’s modemuation plan correctly 
explains that changing rules and changing market conditions have meant there’s less and less distinction between 
banks and thrifts, and thu.s little reason to continue regulating them under separate structures,** Thrifts once did 
the bulk of single-family home lending in the United States, but the nature of mortgage lending has changed 
markedly in recent decades. 

Thrifts no longer control the lion’s share of the mortgage market; in fact, by 2005, commercial banks' share of the 
residential mortgage market was roughly twice that of thrifts.** At the same time, the thrift industry remains sub- 
ject to regulatory constraints that limit members’ ability to diversify their loan portfolios. As a result of their heavy 
concentration in residential lending, they are vulnerable to the housing market’s historical boom-and-bust cycle, as 
has been shown with the mortgage market meltdown of the past two years,** To the extent that they do diversify, 
thrifts become more like commercial banks, which farther weakens any argument that they need a separate regula- 
tor. 
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Treasury Secretary Paulson has noted that matkecs can develop so quickly chat portions of the government's regula- 
tory structure can be rendered “relatively obsolete." He went on to say that the federal thrift charter “has run its 
course and should be phased out."” Other banking experts a^ree. "It makes no sense to me to have a separately reg- 
ulated thrift industry^ any loriger," said jim Barth, a Lowder Eminent Scholar in Finance at Auburn University and 
3 former OTS economist. "It would be far better to consolidate the OTS and the Comptroller of the Currency.”®^ 

Reducing “regulator shopping" 

Allowing banks to choose their federal regulator — by choosing between a thrift charter and a commercial 
banking charter — makes the system vulnerable to regulator shopping, or w'Kat some policy analysts call “regulatory 
arbitrage.” This encourages institutions to "shop” for the easiest regulator — that is, the regulator chat promises the 
least oversight, in turn, such an arrangement encourages regulators to “compete" with each other to offer the most 
lenient oversight. There is strong incentive to do so, because the size of regulators' budgets depends on the fees that 
they get from the institutions they regulate. Because larger institutions pay a large chunk of regulators’ fees, there’s 
a powerful incentive for regulators to go easy on big institutions. The result is a race to the bottom that undermines 
the regulatory system’s ability to protect borrowers, depositors and shareholders, as well as the financial system at 
large. 

Among the incentives offered by the federal regulators to lure institutions to their charter is the promise of “fed- 
eral preemption" — the right of the institution to ignore state laws like anti-predatory lending laws, and to ignore 
law enforcement officials such as state aciomeys general. Unfortunately, federal law's don't do enough to protect 
customers as an alternative to the displaced state laws.” Although federal preemption applies to OCC-supervised 
institutions as well. OTS has aggressively asserted a scheme of preemption that goes the farthest in attempting to 
displace state law. That is another path on the race to the bottom. Banks that want to get the most insulation from 
consumer protection laws tend to Ixz attracted to the charter that provides the greatest shield from state laws. 

Case m point: Playing musical chairs with the federal charter 

An example of the dangers of regulatory arbitrage can be seen in the record of Countrywide Bank's shift to a thrift 
charter, 

OTS approved Countrywide Financial Corporation’s application to convert Countrywide Bank into a thrift in 
March 2007. This action consolidated federal regulation of both the bank and the holding company within the 
OTS. Previously, the OCC had regulated the hank and the Federal Reserve had regulated the holding company. 

Senior bank executives who participated in meetings between Countrynvide and OTS told the Washington Post chat 
the agency pitched itself as a “less antagonistic" regulator. "The general attitude was they were going to be more 
lenient," one Countrywide executive told the Post.” The Post has also reported that Darrel Dochow, the OTS 
official who was later inve.stigaied for of his role in the IndyMac case, played a “leading role” in persuading 
Countrywide to switch to OTS supervision.” 

One sign of OTS's greater flexibility was its willingness to limit rhe amount of charges that Countrywide might 
have CO cake as it suffered losses due to problems with home-equity and "Alt-A” loans. At the time. Federal Reserve 
and OCC regulations required commercial banks to take an immediate charge in such instances, while OTS rules 
were more accommodating.’*' Financitd Week's headline said it all; “Rank-to-Thrift Shift Helps Countrywide Sneak 

By." 
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American Banker, the industry s premier trade paper, noted that the switch to OTS also benefited Countrywide be- 
cause the agency u-as more tolerant trf alternative mortgage products than other federal agenciesd"® In the applica- 
tion process, the OTS had heard lots of criticism about Countrywide’s “exotic loan portfolio,” and fielded questions 
about its ability to regulate affairs of the companyd®’ !n the two years before the regulatory changeover, under the 
watch of the OCC, the company boosted its loan volume by making large numbers of poorly unwritten pay option 
ARM mortgages and home equity lines of credit — loans that were approved with little scrutiny of borrowers’ long- 
term ability to stay afloat as monthly payments began to rise.**^ 

In late September 2006, federal regulators adopted joint guidelines, “Interagency Guidance on Nontraditional 
Mortgage Product Risks,” to address ccmcems that ajme lenders were originating nontraditional loan products to 
borrowers who could not afford to pay them off, like the payment option ARMs chat comprised an increasingly 
large share of Countrywide’s portfolio.*®’ 

Guidances, however, are only as effective as the regulator applying them. Both the OCC and Federal Reserve, 
which supported the interagency guidance, began tightening their scrutiny of Countrywide's lending practices.’®* 
Only weeks iarer, in November 20C^, Countrywide acted to switch its charter to the OTS — the agency with the 
reputation in the industry for being most forgiving in its views on these products. 

Under OTS supervision, Countrywide Bank and its sister companies continued to originate loans rhat did not meet 
inicragency guidance on ability to lepay. The company continued, at least until .August 2007, cn book a significant 
level of pay option ARM mortgages and home equity lines of credit that gave little consideration to whether bor- 
rowers had the capacity to repay them.*®’ 

By the end of the third quarter of 2007, the results of Country'wide’s poor loan underwriting were plain to see, with 
delfoquencies climbing far altove industry averages and holding company Countrywide Financial Corporation 
booking a $1.2 billion loss.'®* By early January 2008. Countrywide's financial situation was so shaky that Bank of 
America was able to acquire the company for a fraction of what had been Countrywide’s market value less than a 
year before.'®^ 

There is no publicly available evidence that OTS rook strong action to curb the risky practices chat had landed 
Countrywide into severe financial straits. A top OTS official cold the Reuters Regulation Summit that, at the time 
of the sale to Bank of America, OTS had no formal enforcement action pending against Countrywide Bank or 
against its holding company.'®* The episode underscores why it’s not sound public policy for depository institutions 
to be able to switch charters at their own whim, especially in the midst of a burgeoning financial and mortgage 
marker crisis. In the crucial period between March and December 2007 when Countrywide’s survival was decided, 
OTS failed to act, either because it was srill getting acquainted with the company's problems, or because the agency 
did not have the will to act effectively in the face of a burgeoning crisis. 


The Amazing Shrinking Agency: Emerging Budget Woes 

As the supplement beginning on page 16 indicare,s (“TTie OTS: Overseeing a Disappearing Industry?”), the 
mortgage meltdown is already leaving the OTS a shadow of its former self: 

• Institutions accounting for $354 billion of iK $1.5 trillion managed asset portfolio (as of 12/31/07) have 
already been shut down this year. 
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Insiicucions with assets totaling an additional $350 billion are likely to disappear from OTS’s supervision 
soon, based on announced mergers and acquisitions of thrifis by other institutions. 

At least 20 other thrifts with assets totaling $293 billion could also leave the OTS regulatory framework 
soon. They are all subsidiaries of larger institutions, and are increasingly likely to fall totally under the 
regulatory control of the Federal Reserve as bank holding companies. 


in sum, the OTS is facing the potential loss of well over half of its current asset portfolio in the immediate future. 

Currently, OTS receives its entire budget from fees assessed on its regulated institutions. The loss of these assets 
will severely impact the agency’s liajdget and effectiveness. It’s unlikely that the remaining institutions will be 
willing or able to cover the shortfall through a large increase in their examination fees. 


Main report continues on page 21 
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SPECIAL SUPPLEMENT 


The OTS: Overseeing 

A. DiS3.ppe3.ring Industry? this REEK^RT contains many examples of iax regulatory oversight from the 
Office of Thrift Supervision. But trends in the industry raise another question about 
the future of OTS: Even if OTS survives, what will its regulatory scope look like ? 

Trends in the industry are foreshadowing a bleak outlook for OTS. Because of the 
thrift crisis that it helped create, OTS has become an agency overseeing a signifi' 
cantly shrinking field. 

ITe number of thrifts in this country has steadily eroded over the past 20 years. 
There were more than 3,000 chartered thrifts when Congress founded OTS in 
1989. Since that time, the industry has continued to lose institutions, dropping 
to only 1,068 by the end of 2000 and to 826 by the end of 2007. This decline was 
offset to some extent by the growth in assets; The total OTS thrift portfolio got 
bigger — increasing from $839 billion in 2CXXD to more chan $ 1 .5 trillion at the end 
of 2007. 

Now, however, the agency has seen two of its largest thrifts — IndyMac Bank and 
Washington Mutual — disappear as casualties of their own risky lending practices. 
Recently, the OTS has also closed Downey Savings & Loan Association and PFF 
Bank &. Trust, further eroding its supervised asset base. 

Here is a list of the institutions that failed in 2008*; 


Table 1: Institutions Under OTS Supervision that Failed in 2008 



$ Assets at failure (In billions) 

Notes 

Washington Mutual Bank 

$307.02 

dosed & sold to JP Morgan Chase 9/25/08 

IndyMac Federal Bank, FSB i 

$30.70 

dosed 7/11/08; FDIC is selling to a new firm 

Downey S & L A 

$12.78 

closed 11/21/08 

PFF Bank SiTrust 

$3.72 

dosed 11/21/08 

Ameribank 

$0.10 

dosed 9/19/08 

Total 

S354.32 



On The Way Out? 

Beyond the thrifts that have already gone under, there’s another set of institutions 
that appear likely to exit the OTS portfolio in the near future, t All of them 
have either merged into other institutions, are part of announced mergers, or 
(in the case of Lehman) are affiliates of companies in bankruptcy. While the new 
parent institutions haven’t announced final plans for these thrifts, it’s likely most, 
if not all, of th»e assets will leave the thrift world and become part of their new 
corporate entities. 


* Data on closings taken from OTS website reports, 
t Data on asset sue and merger announcements from SNL Financial. 
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Table 2: institutions "On the Way Out" 



1 $ Assets (in biliions) 9/30/08 

Notes 

Countrywide Bank. FSB 

$112.95 

merged with' Bank of America 

Sovereign Bank 

$77.15 

to be acquired by Banco Santander 

Vi/achovia Mortgage, FSB 

$67.06 

merging with Wells Fargo 

Merrill Lynch Bank & Trust FSB 

$35.85 

merging with Bank of America 

Wachovia Bank, FSB 

$33.22 

merging with Wells Fargo 

Chevy Chase Bank, F.S.B. 

$15.50 

to be acquired by Capital One 

Lehman Brothers Bank, FSB 

$7.21 

corporate parent bankrupt; future unclear 

Total 

$348.93 



In sum, the 12 thrifts that either failed in 2008 or are likely to leave the OTS 
portfolio represent more than $700 billion of the OTS’ base of portfolio assets, 
From the historically high levels of more than $1.5 trillion in managed assets, the 
elimination of these assets will drop the total portfolio under OTS supervisory 
authority to roughly $800 billion. 


Thrifts In Name Only? 

Along with thrifts that have failed or appear likely to leave OTS’s jurisdiction, 
there are other thrifts rhat also might not remain under OTS supervision for long. 
These are thrifts that are small parts of much larger institutions. 

OTS has long touted the flexibility of its holding company oversight. Even with the 
failure of thrifts like IndyMac and Washington Mutual, the OTS still oversees more 
than 450 thrift holding companies that among them have more than $8, 1 trillion in 
assets. 

The nature and size of these holding companies are extremely diverse. For instance, 
more than 35 insurance companies have thrift subsidiaries, and more have 
announced plans to buy thrifts to qualify for the federal government’s TARP bailout 
funds- 

Though there is no immediate reason why these institutions will be removed from 
the OTS portfolio, the experience with AIO oversight (see pages 1 1 and 12) has led 
the GAO 10 question the quality of OTS oversight of large holding companies* — 
and regulatory reform has been talked about widely as an early agenda item for the 
incoming Congress. 

The following list of the 20 largest known thriftst are subsidiaries of larger entities 
that, based on the AlG situation, raise questions of how well OTS can oversee their 
operations: 


* U.S. Government Accountability Office, “A Framework for Craftit^ and 
Assessing Proposals to Modernize the Outdated U.S. Financial RegulatCMy 
System,” GAO-09-216 (January 8, 2009). 

t information on asset size and corporate parents taken from SNL Finarurial. 
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Table 3: Thrifts in Name Only? 


Subsidiary Thrift List 

$ Assets (in billions) 
9/30/08 

industry of Parent 

Business Notes 

ING Bank, FSB 

$81-60 

insurance 

Thrift does have active mortgage loan 
and MBS program 

e*TRADE Bank 

$45,62 

broker/dealer 

Thrift runs major online 
home-equity-ioan operation 

USAA Federal Savings Bank 

$31.68 

insurance 

Thrift has active consumer and 
home loan programs 

American Express Bank, FSB 

$23.60 

specialty lender 

Thrift focuses on commercial and 
consumer loans 

Charles Schwab Bank 

$23.70 

broker/dealer 

Thrift converted from bank in 2007; 
does market home loans 

CiticorpTrust Bank, FSB 

$19.60 

bank 

Thrift has active book of home loans 

State Farm Bank, FSB 

$16.46 

Insurance 

Tbrift concentrates heavily on 
consumer loans 

GE Money Bank 

$15.72 

conglomerate 

Thrift focuses on consumer loans, with 
markets in China & Europe 

Raymond James Bank, FSB 

$11.38 

broker/dealer 

Thrift invests heavily in commercial 
loan participations 

Morgan Stanley Trust 

$5.25 

investment bank 

Thrift has no loan portfolio; 
mostly buys MBS 

Mutual of Omaha Bank 

$3.95 

insurance 

Thrift has small loan portfolio; concentrated in 
commercial & nonresidentiai loans 

Ironstone Bank (First Citizens) 

$2.64 

commercial bank 

Corporate parent has announced plans to 
merge thrift into commercial banking 

Nationwide Bank 

$1.90 

insurance 

Thrift books relatively few loans; 
does invest in MBS 

FPC Financial. FSB. {John Deere) 

$1.84 

farm equipment 

Thrift has active farm credit programs— 
especially for John Deere products 

BB&T Financial 

$1.74 

commercial bank 

Corporate parent has marketed credit-card 
programs through thrift 

Acacia FSB (UNlFt ins,) 

$1,57 

insurance 

Acacia operates like a traditional thrift: 87% 
of loans are home loans 

Prudential Bank & Trust 

$1.56 

insurance 

Thrift has no loans on books; assets are 
mostly cash, with some MBS 

Ameriprise Bank, FSB 

$1.46 

insurance 

Thrift has only 30% of assets in direct loans; 
strong concentration of MBS 

AIG Federal Savings Bank 

$1.32 

insurance 

Thrift traditionally served as origination 
platform for AIG subprime subsidiaries 

H&R Block Bank 

$1.06 

financial services 

Thrift has large mortgage portfolio— 
but 23% are nonperforming 

Total Assets 

$293.67 
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It is notable that most of these institutions bear very little resemblance to a 
standard thrift — one with a large mortgage portfolio that is held directly on the 
balance sheet: 

• Almost all of them are tiny subsidiaries of much larger holding companies. In 
contrast, most thrifts are the primary asset in their holding company. For 
instance, ING Bank represents less than 5% of the 1.37 trillion pounds in 
assets controlled by irwurance company ING Groep, N.V., and American 
Express Bank represents less than 20% of the assets of the American Express 
Company. E*TRADE Bank docs account for 90% of the parent company's 
$■49.7 billion in asrets — but is a far smaller portion of the broker/dealer’s 
revenues and expenses. 

• Many of them veer the standard bread-and-butter mode! of residential 
lending. For instance, GE Money Bank mostly markers consumer loans, 
including international operations in markets like China and Denmark. 
American Ejqjress Bank focuses mostly on commercial and consumer loans. 
Even thrifts subsidiaries that focus heavily on home loans— like Nationwide 
Bank — ^keep very few of those loans on their books as directly held loans. 

• Many of them have tie-ins to other parts of the holding company enterprise, 
Raymond James Bank, for example, has a heavy concentration of deposits from 
its corporate parent’s investment customers. FPC Financial largely finances 
consumer purchases of farm equipment — especially equipment marketed and 
sold by dealers of corporate parent John Deere. 

In sum, most of these business models are extremely complex — and need more 
oversight than the OTS can muster. 

If these institutions end up being removed from the OTS portfolio, that would 
leave the regulator with a portfolio of slightly more than $500 billion. This chart 
shows the historical — and prospective trends: 


Assets Managed by OTS 



By Year 

$ Assets 
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Where Did Those Loans Go? 

Recent data from Inside Mor^c^e Finance* has also shown that trends in the thrift 
industry have also eroded the thrifts' primary role as a supplier of residential mortgages; 

1. Through 9/30/08, year-to-date thrift mortgage production is down by 40.8% 
compared to 2{X)7. 

2. In the third quarter, production declined by 39%, compared to a mortgage-indus- 
try-wide drop of 21%. 

3. Portfolios have declined by 26.9%, and the value of mortgage servicing rights for 
these institutions has declined from $13.76 billion to $7.76 billion in the third 
quarter alone. 

4. More than 45% of the thrift production in 2008 has come from the institutions 
listed above that have either failed or announced that they will be acquired 

by other institutions that are not regulated by OTS — including Countrywide, 
WaMu, Wachovia. Merrill Lynch and Downey. 

In large part because of this declining business, as well as problems with the existing 
mortgage portfolios, thrifts lost $3.99 billion in the third quarter of 2008, and through 
September had lost $15.1 billion. 

All of these trends taken together — the declining number of thrifts to manage and the 
steadily worsening firmncial performance of remaining thrifts — indicate that OTS’s 
sphere of oversight could dimmish significantly within the next year. 


* inside Mortgage Fimnce (December 5, 2(X)8). 
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Continued from page tS 

Tl'je new Congress has placed regulatory reform high on its list of priorities for the new session. It wi!) likely face 
the need to either overhaul the hindirtg scheme for the OTS — or, as we recommend, fold it into the rest of the 
federal financial regulatory apparatus. 


Conclusion: Reforming the Banking System 

OTS’s record indicates it is an agency that has failed in its primary' mission. The depth and the extent of the 
current banking crisis, however, clearly indicate that it is not alone. The OCC and the Federal Reserve have also 
failed in their duty to serve as guardians of consumers and the financial system, and they should he subject to major 
reforms that make them more responsive and more credible as consumer watchdogs. 

Merging the OTS into the OCC would be a first step in the regulatory reform necessary to return our nation's 
hanking system to sound fundamentals. Americans need a regulatory system that focuses on the long term, rather 
than one that allows itself to become captive to market incentives that emphasize short-term gains, fueling “boom 
and bust" cycles driven by unsustainable growth in loan volume. 

In parricuiar, CRL believes that the revised ‘*fX)St-OTS" regulatory framework must embody a set of standards that 
will truly protect the interests of bank customers, with a strong emphasis on mortgage borrowers. 

Tlie need for this emphasis is compelling. Despite occasional nods in the direction of consumer protection by 
federal regulators in the years after 2000, they did little to provide real protection to consumers. Indeed, as it 
announced that it was preempting Georgias anti-predatory lending law, the OCC proposed a breathcakingly broad 
rule preempting state laws, which it evemually adopted in January 2{X>4- Asked why the agency went ahead with 
the final rule despite requests from Gjngress to pul! back, a spokeswoman admitted, in essence, that it was to 
protect lenders from state anti-predator>' lending legislation.’®’ 

Until the problem was welt on its way to becoming unmanageable, federal regulatory agencies resisted the need for 
clear and legally enforceable rules to combat the unfair practices and reckless loan underwriting that put millions of 
consumers into mortgages they could not afford. Federal agencies preferred to define the boundaries for bad 
practices behind closed-doors in an aftcr-the-faci, case-by-case basis.”® 

OTS, the OCC and the Federal Reserve failed to stop predatory and unsafe practices because they operated under 
the flawed assumption that consumer prorection was a drag on the lending industry, an unnecessary burden that 
got in the way of institutional growth and profits and, thus, safety and soundness. As this crisis and others before it 
have shown, consumer protection is a safeguard that protects the banking industry from its own excesses, as well as 
protecting coasumers, their neighbors and the world economy. 

As FDIC Chairman Sheila Bair said recently, "Protecting the consumer from . . . perils is not simply a do-good 
public service. In fact, consumer protection and safe and sound lending practices are two sides of the same coin. 
Lenders who put their retail customers at ri.sk also put themselves, their investors, and our entire financial system in 
danger.'”” In particular, if borrowers can’t afford their loans, the resulting foreclosures will cause losses for banks, 
threatening their .safety. 

As reform moves forward, consumer protection must take its rightful place front and center in regulation of 
depository institutions. CRL believes these principles should guide the reform process; 
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! . The dual banking system should be preserved. 

Improving the federal regulatory scheme shouldn’t require sacrificing the dual state-federal banking system. The 
modest numbers of scate-bcensed thrifts — just over 80 as of the end of 2006 — generally operate efficiently and are 
small enough that state regulators have adequate resources to oversee them. State licensing also serves as a counter 
to the massive consolidation that’s now occurring in the banking industry; it will preserve financial institutions 
that are sensitive to concerns of local communities, are cc^t-cififective choices for consumers and serve as a bulwark 
against anti-competiiive practices. 

As part of this plan, the FDiC should replace OTS as the federal regulator for state-chartered thrifts, providing 
assistance to state regulators who oversee these institutions. The FDIC already provides supervisory support for 
roughly 400 state-chartered savings hanks. 

2. Federal sta^idards should act as a floor, not a ceiling. 

The federal government should stop getting in the way of states that are crying to do something about predatory- 
practices in the mortgage market. The “first responders’’ to the serious problems in the industry were the states, first 
tightening up the loopholes in the 1994 federal law,“^ then, as the nature of the abuses morphed, acting to curb 
the new waves of predatory tactics.*’* The mortgage industry fought back with a call for “uniform" national stan- 
dards, though the real push w-as for uniformly low standards. Because states see the effects of problems sooner, they 
can respond more nimbly chan Congress. Most federal consumer protection laws have had their genesis in state 
laws; states are. indeed, "laboratories of democracy,” closer to the people and more willing ro find useful innova- 
tions in public policy.*'^ 

As recently as the mid-1990s, state attorneys general were able to enforce state consumer protection laws of 
general applicability against national banks. However, in recent years, the OCC and OTS have been aggressive in 
preempting state laws and in expanding the traditional definition of “visitation” so chat the inscicucions under their 
watch have little or no oversight, even as to matters beyond the traditional expertise of those agencies.'” 

The economic cri.sis of recent months vividly illustrates chat the vacuum left by excessive preemption and too little 
enforcement has hurt not only con.sumer.s. but also financial institutions and the broader economy. We suggest that 
the following moves be made to put the state “cops" back on the beat. 

• The OCC’s general standard for preemption should conform to the Supreme Court rule spelled out in Barnett 
Bank of Madison County v. Nelson. which says that state laws apply unless they “prevent or significantly 
impair" banking functions. 

• The OCC’s expansion of the definition of “visitation" should be reversed. This will allow state attorneys 
general to enforce consumer protection laws of general applicability. 

• The agencies have also expanded the rights of third parties with whom they deal to assert the benefit of 
preemption, which could create a regulatory “vacuum” for brokers, settlement agents, and others. This is 
particularly important in the case of mortgage brokers. For example, insurance companies owning banks or 
thrifts are asserting that independent contractors who broker mortgage loans count as "employees” and are 
therefore exempt from the recently-pa»ed state mortgage broker registries; OTS and OCC should not permit 
this. 
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3 . Mortgage lending must he based on sound underwriting. 

Congress and rhe scares are currencly engaged in the difficult cask of writing laws to create a solid framework that 
will protect the interests of homeowners and prevent another mortgage disaster in the future. The market should 
be governed by sensible rules aimed at reversing the “anythir^-goes” ethos that in recent years has dominated both 
federal regulations and on-the-ground practices in the mortgage industry. 

Stare and federal laws should require that: 

• Lenders carefully assess borrowers’ ability to repay their leans, taking the following into account; 

a. Borrowers' debt-to-income ratio must be set at a reasonable level and should take account of all debt 
payments, including principal, taxes and insurance, any other mortgages, and other household debt. 

On option ARM and interest -only loans, the debr-io-income ratio should be calculated based on fully 
indexed and fully amortizing paymenB. 

b. Loans should be documented, with verification based on W-Z and 1099 forms, tax returns, bank records 
and other reasonable third-party documents. 

c. Loan-to- value ratios should not be used to deteirnine borrowers’ ability to repay, 

• Prepayment penalties should be banned on all subprime and nonrraditional loans. 

• Escrow of taxes and insurance should be required on all subprime and nonrraditional loans. 

4 . Market mcentive,s shouki be aligned to ensure that no party can shirk responsibility for making responsible 
lending and investment decisions. 

As FDIC Chairman Bair recently noted, referring to the separation of origination, funding and servicing segments 
in the securitization model: “If we want private securitization to ever work again, we need a workable compensation 
scheme that aligns the interc,sisof all the players in the game.’"'^ In short, there must be skin in the game all the 
way up rhe chain. 

A. Assignee liability 

The current mortgage meltdown has shown that Wall Street firms and securities investors will bankroll loan struc- 
tures that arc best for their short-term financial interests, and that otiginaion will supply the loans for which they 
are paid the most. Borrowers’ long-term interests were irrelevant in this process. 

The best way to re-align the interests of borrowers and lenders is for Congress to insist on meaningful assignee 
liability,'*® An assignee is an investor or company that had bought the rights to collect on the loan, or sell it to oth- 
er investors. When assignee liability exists, the borrower is allowed to pursue legal claims against the assignee when 
the loan transaction involves illegal actions or abusive terms. In the case of the mortgage market, strong assignee 
liability would mean chat when a trust purchases mortgages, with all the corresponding financial benefits, it also 
accepts reasonable liability in cases when mortgages ate proven in court to be abusive and harmful to homeowners. 

Assignee liability can be tightly drawn but must satisfy the principle that an innocent borrower who has received 
an illegal loan should be able to defend that loan in foreclosure. This should be so for two reasons: first, the assignee 
can spread any loss across thousands of other loans, while the borrow'er has but one home. Second, assignees can 
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choose what lenders they buy loarts from; they can choose only reputable lenders that are likely to make quality 
mortgages and are strong enough xo purchase a loan back if the loan was clearly iUegicimace, thus saving the 
assignee from suffering losses. 

Public enforcement can never be adequate: diere is a shortage of resources to match the millions of loans made to 
borrowers. As the Federal Reserve recently noted, “a securitized pool of mortgages may have been sourced by tens 
of lenders and thousands of brokers,” making it difficult for regulators to protect borrowers from "abusive and 
unaffordable loans.””’ 

Investigations are almost always too slow for the homeowners who face foreclosure. Even when public enforce- 
ment does achieve some relief, it will rarely be enough to make individual borrowers whole. Assignee liability uses 
market principles to decentralize oversight of loans fHirchased on the secondary market — no one will better ensure 
that mortgages are originared to acceptable standards than investors who carry the eventual financial and legal risk. 
Assignee tiabiliry also helps to protect responsible investors from mtsperceived risks and provides incentives for the 
market to police itself, curbing marker inefficiencies. 

B. Prohibition of abusive yield-spread premiums 

Banning yield-spread premiums for subprime and nontraditional mortgages would reduce motivation for brokers ro 
"up sell” borrowers into more expensive and riskier loans than those for which they qualify. 

Absent a ban on yield-spread premiums, any payment of such a premium by a lender should be recognized as an 
acknowledgment of business relationship between the broker and originating lender, with liability for brokers’ 
misdeeds attaching to the originating lender and subsequent holders of the note. 

C. Making lenders' duties clear 

Clarifying the duty of care that mortgage originators have coward their borrowers is a critical srep in promoting 
sustainable mortgage lending. Loan originators-whether lender or broker-should be deemed to have duties to 
assure that they do not place their own self-interests above the interesrs of borrowers, 

D. Requiring that investors pay raring agencies instead of issuers. 

Tlie only way to make sure that rating agencies provide unbia.scd and accurate ratings is to change their relation- 
ship with the issuers of mortgage-backed securities. Securities issuers have an incentive to distort the truth about 
what’s in these securities pools. Investors, on the other hand, have an incentive to get the best information possible 
about the makeup of the deals they put their money into. So it should be the investors — not the issuers — who pay 
the rating agencies for their evaluations of mortgage-backed securities. 
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An Opportunity for Change 

TTjc problems in our nation’s mor^ge markets are severe, and the damage that's been done has been historic in 
scope. Reversing years of regulatory inattention will require forceful action in rhe near term and strong follow- 
through in the long term. This report is part of the Center for Responsible Lerrding’s continuing effort to analyse 
and address the probiem.s faced by the nation’s homeowners and families. The reforms outlined in this paper 
represent a beginning point in the effort to bring common sense and fairness back to the nation’s mortgage markets. 

The lessons of the first S&L scandal were clear; Weak regulation and reckless lending practices will, sooner or 
later, end with financial disaster. Rirgetting those lessons help produce a second S&tL debacle, as well the related 
subprime and Wall Street meltdowns. 

Now, once again, we have an opportunity to pul these lessons ro work. If cithens and policymakers can’t achieve 
real change this time around, history will inevitably re{^at itself-wirh still more banking institutions going under, 
more financial crises, and millions more Americans buried in debt and facing the loss of their homes. 
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of Predatory Lending, 75 Fordham L. Rev. 2039 (2007); Christopher L- Peterson. Predatory Structured Fmance, 28 Cardoto L. Rev. 2185 (2007). 

1 19 Federal Reserve Board, Final Rule; Truth in Lending, 12 CFR 226, 73 Federal Register 147 (July 30, 2008), p, 44526. 


© 2009 Center for Responsible Lending 
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From: Killinger, Kerry K 

Sent: Wednesday, February 23, 2005 10:48 PM 

To: Beck, David <ul72571@wamu coin> 

Subject: RE: Moving to Closure on Alliance Ageeenient 


Good work David. It appears we got a good economic outcome and haven't burnt any bridges 
for the future. 

Kerry 

— Original Message — 

From: Beck, David 

Sent: Wed 02/23/2005 3:36 PM 

To: W hopeKillinger, Kerry K.; Rotella, Steve; Chapman, Craig J.; Chapman, Fay; Vanasek, 
James G.; Casey, Tom; Longbrake, Bill A.; Johnson, Keith; Meola, Tony T.; Bindra, Taj; Hillis, 
Mark R.; Pollack, Wayne A.; Vasquez, Conrad; Fisher, Richard; 'lloacker@hewm.com'; Olsen, 
Geoffrey G,; Struck, Peter; Pihl, Tim; Horvath, Debora 
Subject: Moving to Closure on Alliance Ageeement 

I reviewed the most recent proposals from Freddie and Fannie today with Steve. We agreed 
that the Freddie 65% minimum share {100% of option arms) proposal offers us between 
26MIVI and 37MM of benefit depending on volume. Further, bringing Freddie into partnership 
with WaMu after 5 years of 85%+ share with Fannie will foster competition and improve our 
negotiating position for 2006. 

39% of our 2005 home loans gain on sale comes from conforming option arm sales. FH 
stepped up with 21 B of committed balance sheet and aggressive forward pricing for OA that 
result in the financial benefit over FN. FH was also very aggressive in 2004 buying 6B of 
option arm without a share agreement in place. FH has provided us with new opportunities to 
further our affordable lending goals and I believe will work hard to deliver an excellent level of 
service for WaMu. 

Fannie negotiated hard for our business especially in the 1 1th hour. Steve has had an active 
dialogue with Dan Mudd and he will give Dan a call tomorrow to discuss our decision. After he 
speaks with Dan, I can arrange calls with the FN team and inform FH of our decision. 

As we draft final contracts with FH and FN, I'll be getting the team back together once more to 
review the final documents. 

Thanks for your support. 


I Permancnl Subcommitlee on lnvest>gations 
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Freddie Mac - WaMu Meeting 
July 28, 3:00 -4:00pm 
Steve’s Office - 16* fl. Tower 


WaMu Attendees 
Steve Rotella, President 
TBD 

Freddie Mac Attende es 

Gene McQuade, President (bio attached) 

Paul Muilings, head of single-family sourcing (markeling/sales) 

WaMu 's Current Relationship w/ Freddie Mac 

• WM executed a majority share arrangement w/FRE, efTective 4/1/05 thru 3/3 1/06; 
included in that arrangement was a market-leading opportunity to sell up to S21 billion 
of option ARMs to the FRE portfolio. 

■ FRE’s share of flow conforming business went from 20% in Q1 to 81% in Q2, 

■ WM is now FRE’s M2 seller (behind Wells); w/ WM’s swing in volume from FNM to 
FRE in Q2, FRE now holds a GSE market share lead for the first two months of Q2. 

■ Forty percent of FRE’s portfolio growth in ’05 can be attributed to WM's $8 billion 
sale of option ARMs, 

■ There are several initiatives underway w/ FRE staff : 

■ Servicing - obtain Tier 1 status default servicing; 

■ Affordable - e-bus initiative, JDC support. Home Possible product adaptation; 

■ Excess Servicing - provide daily excess prices as a percent of the iO market. 

Accomplishments 

■ Execution of a comprehensive credit arrangement that preserves our existing FNM 
variances w/ FRE, and expands in other areas; 

■ Execution of S 1 1 billion of forward option ARM trades w/ the FRE portfolio prior to a 
material spread widening in that product, 

■ Full testing of the new FRE selling and delivery system that will cut our turn time by 
up to three days; 


Wa Mu Agenda Topics (WaM u a sks) 

■ The following asks should be used as a means to cement our relationship as FRE does 
not want to be a “one-year wonder”: 

» Credit 

• WM wants w/ FRE to get our Enterprise Decision Engine (EDE) model to be 
fully accepted by them (includes rep and warrant relieO; we also plan to 
embed FRE’s LP decision tool within EDE in ’06, 

■ WM wants FRE to expand the eligibility of lower quality loans to ensure 
WM is “market competitive”. 

• Production - WM wants FRE to allow WM to customize Loan Prospector (LP) 
to gain greater market penetration & efficiency in the wholesaie/correspondent 
markets, FNM has allowed us to do this w/ Desktop Underwriter (DU), 


>l:\f!nshare\peter\McQuadc meeiing (July-05) doc 
{ DATE ''M/d'yy>y" ); { TIME “kmm anVpm'’ 
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■ Multifamily - WM wants FRE to provide relief on loan size limitations, 
seismic reviews, and confirm the integrity of WM’s delegated 
underwriting/servicing model for a flow, delegated program, 

■ Non-prime 

■ Potential securitization of SMF assets ($1.5 - SlObil) that will create 
liquidity for Vi'M and create a positive affordability profile for FRE; 

■ Expansion of credit profile into atbprime; (Keith Johnson M’ants to keep this 
point ver)' general): 

■ Affordable - Increase funding of JDC support to $2inm (from current S 1 mm) 

■ Liquidity - we want to understand how we can best help the FRE portfolio w/ 
product. 

■ Longer term portfolio commitment on option ARJVls; 

■ Broader deliverability guidelines w/ respect to option ARMs. 

■ MSR Mgmt 

• Press FRE on the adoption of a reduced minimum servicing fee fixed rate 
security that is TBA-eligible; (w/ the BMA’s recent decision to not support 
reduced servicing, push the FRE portfolio to step up); 

■ Excess Servicing - WM wants FRE to provide daily pricing on excess 
servicing as a percent 10 market; goal is to reduce or eliminate excess 
servicing at attractive prices. (Syron recently wrote in an article to the Hill 
agreeing that the GSEs are best positioned to manage interest rate risk.) 


Anticipated Freddie Agenda Topi cs 

■ Putting their financials in order (timeline, etc.) - we’U want to know what that means 
for a customer like us, e g., more attention, better pricing, or what? 

■ GSE legislation - where headed, sticking points - what does WM want to emphasize 

■ Mission (Affordable) - both GSEs have switched their tune from being strictly a 
secondary market liquidity provider to being a champion of home 
ownership/afTordabie housing 

■ Customer centric culture: 

■ accepting new products (no better example that MTA Option ARMs); 

• accepting customer processes that have trended to lower documentation standards 

• Buying/securitizing what the market originates - we are concerned about FRE’s desire 
to opportunitistically sell large amounts of credit risk into the market thus increasing 
volatility and supply concerns. 

N egotiating Stratcev (for the '06 period ) 

■ FRE is not likely to outbid FNM by such a wide margin on option ARMs like in the 
current contract; 

• Thus, value needs to be extracted from other sources such as MSR management, use 
of own AUS technology, expansion of credit parameters, and increased funding of 
affordable goals. 
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EUGENE M. MCQUADE 

PRESIDENT AND CHIEF OPERATING OFFICER 


Eugene M McQuade was named Freddie Mac’ s president and chief 
operating officer on Septembw 1, 2004. McQuade reports to 
Chairman and CEO Richard F. Syron. Reporting to McQuade are 
Freddie Mac’s Finance, Corporate Strategy & Administration, 
Information Systems and Services, Mortgage Sourcing, Operations 
& Funding, and Mission divisions. 

Prior to joining Freddie Mac, McQuade served as president of Bank 
of America Corporation. He had been president and chief operating 
officer at FleetBoston Financial Corp. before helping to bring about 
the April 1, 2004 merger between that company and Bank of 
America. McQuade Joined Fleet in 1992 and became chief financial 
officer in 1993. He was elevated to vice chairman in 1997 and became president and chief 
operating officer in 2002. 

Before working at Fleet, McQuade served as the executive vice president and controller at 
Manufacturers Hanover Corp., a predecessor of J.P. Morgan Chase. McQuade began his 
career at KPMG Peat Marwick in New York. 

Originally from New York City, McQuade is a certified public accountant. He earned a 
degree in Accounting from St. Bonaventure University, of which he is a imstee. McQuade is 
also a director of Xl^ Capital. 

Freddie Mac is a stockholder-owned company established by Congress in 1970 to support 
homeownership and rental housing. Freddie Mac ftilfills its mission by purchasing residential 
mortgages and mortgage-related securities, which it finances primarily by issuing mortgage- 
related securities and debt instruments in the capital markets. Over the years, Freddie Mac 
has made home possible for one in six homebuyers and two million renters in America 
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From; Struck, Peter 

Sent; Friday, December 17, 2004 5:36:07 PM 

To: Johnson, Keith; Beck, David; Parker. Michael; Pihl, Tim 

CC: Lash, Michael; Flynn. Ron; Cooper, Ted 

Subject: RE: Risks/Costs to Moving GSE Share to FH 

Attachments: Picture (Metafile) 

The most recent $3 bii option ARM tape we sent had about 59% of ttie UPB at the 35bps profile and the rest had an 
implied g-fee of 98bps. A total wtg avg g-fee of 61bps was quoted. 

The suggestion below would have an ali-in exf^cit g-fee of 28bps plus we would need to hold capita! on the recourse 
piece plus the servicing is worth less in the marketplace because of the recourse provision, (Loans sold w/ full recourse 
are brought back on balance sheet for risk-based capital assessment). 

We know that the 35bps non-recourse g-fee is market leading for the profile, the full-recourse g-fee of 1 5bps is close to 
fuli-priced. We need that level down to the high single-digits. FN's risk-based capital charges vary by product type and a 
neg am product will have a much higher charge. 


Original Message — 

From: Johnson, Keith 

Sent: Friday, December 17, 2004 1-.28 PM 

To: Struck, Peter; Beck, Da'nd; Parker, Michael; Pihl, Tim 

Cc: Lash, Michael; Flynn, Ron; Cooper, Ted 

Subject: RE: Ri^/Costs to Moving GSE Share to Fii 

Fannie came back this afternoon and said the following; 


They believe that 2/3rds of the Of^ion ARM production will meet their “Profile” to remain qualified at 35 basis 
points, 

That the 1/3'’'^ "Out of Profile" could be put in a risk sharing deal with a 15 bpf G-Fee 
That they would keep the remaining G-fees on other products the same 

They owe us a document that defines "Profile" for Option ARM. 


D. Jalutm 

Executive Vice President and Chief Operating Officer 
Washington Mutual Commercial Group 

Tel: 206.377.3965 | Fax: 206.490.5656 



This message (including attachments) is CONFIDENTIAL, if you are not the intended recipient of this information, or an 
employee or agent responsible for delivering this message to the intended recipienc($), please do not read, disseminate, 
distribute, or copy this information, If you have received this message in error, please contact the sender Immediately. 


Original Message 

From: Struck, Peter 

Sent: Friday, December 17, 2004 12:44 PM 
To: Beck, David; Parker, Michaei; Pihl, Tim 

Cc: Lash, Michael; Flynn, Ron; Cloope r, Ted; Johrtson, Keith 

RuhcommiUte onln vestigaUgnsI 

^iEXHIBIT£88___J 
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Subject: Risks/Costs to Moving GSE Share to FH 


David; 

Here are some add’! risks to consider; 

MSR Management 

FN may not have as strong a deare to move forward w/ the rrun s-fee initiative if WaMu is no longer 
considered a major alliance partner. FhTs business mode! is relationship, not transaction-oriented and their 
desire to employ resources and political capatal to move this forward may be diminished, (Risk - mod) 

Multifamily 

FN has a fully delegated small apt risk-^are program; we are asking FH to duplicate. The risk is FN would 
either tighten up or limit the program prior to gettir^ FH up to speed (Risk - low) 

Trading 

Traditionally, hedging of the fspeline has been done w/ Fannies and then swapped to Freddies at some cost. 
If the FH share is increased the japeline hedging cost may increase (Tim P and Todd Lean provide greater 
color on this issue) 

DU 

We currently have DU as our principal GSE decision engine. We have negotiated a click charge of $9 vs. a 
rack rate of $35, If FN is receiving substantially less volume, we can envision that charge increasing. Our 
monthly volume is 25k, but has been as high as 100k in heavy refi periods (potential cost $8mm in the current 
environment) (Risk - mod) 

Technology 

We have scoped out w/ FN projects on custom DU and Pro Span. Sirruiar to above, Fannie may 
reduce/eiiminate the resources on their side knowing that business produced from these initiatives may no! 
come their way, (Risk - mod) 

G-Fee increase 

FN is under earnings pressure from tack of portfolio growth; thus, the insuring business is being asked to take 
up the slack. At a minimum, we expect the "discounts" on our fixed flow business to go away on 3/31/05. 

Also the effective g-fee for option ARMs is expected to increase substantially. (Risk - high) 

A possible offset to this risk is the recent accounting troubles and I would expect FN has a strong desire 
to not let the perception of accounting issues slip into their business activities by losing a large alliance 
customer, (Think of the Impact to their stock valuation if Wall St believes they will begin to lose customers.) 

Affordable Lending 

FN has been a valuable partner, and FH will need to step up in this arena. We should expect scaled back 
efforts in this area. (Risk - low) 

Genera) Resources Decked Against the Account 

FN has many more resources - in all aspects of the relationship from servicing to credit to affordable lending - 
involved w/ WaMu. Bringing FH up to speed will take more time and effort on our part; Risk is Fannie starts 
cutting back (Risk - mod) 

Credit 

Historically, FN has been more willing to take risk and think outside the box than FH; however, FH did 
approve "Fast Track" w/ a few more slips than FN fairly quickly. Also. FN has been very willing to accept 
waivers on implementation of new requirements due to our system challenges. If FH is our lead partner they 
will need to step up on this front both from an ability to share in all risks and to provide a speedy response. 
Risk is FN loses their appetite to take on new credit issues w/ the same outlook as an alliance partner{Rjsk - 
mod) 

Data Integrity 

FN is well aware of our data integrity issues (rrtscoding which results in misdeliveries, expensive and time 
consuming data reconciliations), and has been exceedingly patient. FH has got a taste of these challenges, 
but we're not sure how they will react. The risk is FN's unwillingness to accept business and/or charge 
penalties (Risk - mod) 

Recourse 
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FN has been witling to use recourse for either "mistake acajmmixiation" or for deals where we want liquidity, 
but don't want to pay the credit chaige; FH is untested th^e areas. Risk is their unwillingness to do (Risk - 
low) 

Repurchases 

FN has been patient as we have improved our interna! process to review and respond to repurchase 
requests. FH has had a similar experience, but not at foe same volume. Risk is FN's developing a more 
stringent timeline requirement. (Risk - low) 

Servicing 

WaMu as 2nd largest FN servicer will continue to have numerous interactions w/ FN and we would expect FN 
to continue the strong relationship; they may tighten up on timelines, etc. (Risk - low) 

ASAP Transactions 

FN may be less supportative of usirtg their balance sheet to support our quarter-end liquidity needs. (Risk - 
mod) 

No Adverse Selection Requirement 

In our Alliance agreement w/ FN, we rep no adverse selection w/ respect to credit and HUD goals. FN has 
expressed a concern in '04 regarding their defiveries; to date they have been very passive in their pursuit of 
this issue; the risk is they push that issue w/ conssequences, if any. to be determined. (Risk - low) 
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From: Rotetla, Steve 

Sent; Friday, April 28, 2006 7;57;18 PM 

To: Struck, Peter; Killinger, Kerry K.; Casey, Tom; Schneider, David C. 

CC: Beck, David; Pihl. Tim; Feitgen, Cheryl A.; Drastal, John; ‘LLoacker@HEWM. com'; Olsen, Geoffrey G.; 

Flynn, Ron 

Subject: RE; Business Arrangement w/ Fredcfie Mac 

Corsgratulations to the team for getting this done and wHh terrific resuKs for the company. This will have a very positive 
impact to WaMu, 


From: Struck, Peter 

Sent: Friday, April 28, 2006 12:38 PM 

To: Killinger, Kerry K.; Rotella, Steve; Casey, Tom; Schneider, David C. 

Cc: Beck, David; Pihl, Tim; Feitgen, Cheryl A.; Drastal, Jcrfin; 'LLoacker@HEWM.com'; Olsen, Geoffrey G.; Flynn, Ron 
Subject: Business Arrangement w/ Freddie Mac 


All: 

David Beck asked that I share w/ you the highlights of VW^'s proposed business arrangement w/ Freddie Mac that David 
Schneider signed today. First, let me say Srat this was a great team effort w/ many of David Beck's Cap Mkts group 
involved, Cheryl Feltgen's credit group, ar^d a legal team lead by Geoff Olsen and outside counsel support from Lynn 
Loacker (Heller Ehrmin). Over the next two-ttiree weeks, we will look to put ttrese terns into final contract language. 

We are all very pleased w/ how the negotiations were conducted, as noted below, WM achieved all of their principal 
objecfrves, Peter 

HIGHLIGHTS OF 2006 FREDDIE MAC BUSINESS PROPOSAL 

Two-yr Agreement, 6/1/06 - 5/31/08 

Add'l value of $65mm/yr vs. current contract for an expected total of $1 31 mm for 2 yrs 
WM to deliver 75% majority share 

Pricing & Credit Triggers in place to ensure WM’s competitiveness 

Provides for enhanced MSR mgmt execution strategies including; 

Purchase of $1 3 bil/yr of fixed-rate reduced servicing pools 
Purchase of $10 bil/yr of option ARM reduced servicing pools 
Much improved buy-up/buy-down grid to eliminate excess servicing 

Goal-aligned to support inaeased affordable lending including financial aid of $1.5mm 

Opportunities for increased incentive pay-outs as a Tier f servicer 


S trategi c Perspe ctiv e 

Provides WM with improved execution in all of its product lines for two years as the credit markets face 
some uncertainty with rising interest rates and weakness in housing prices; 

Aligns WM with the stronger GSE over the next 12-18 monttis; we fully expect once FNM gets its 
financial house in order to become a very aggressive competitor - just when this contract is coming up 
for renewal; 

The reduced servicing initiatives will allow WM to show the marketplace that such pools are more 
more valuable than current TBA-pools and vnll force the market to allow for a lower minimum s-fee 
for TBA; 

I Permanent Subcommittee on Investigations 
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W Washington Mutual 


Fannie Mae Alliance and Freddie Mac ^siness Relationship Proposal 


Exaeutiva Su mmar y 

The Freddie Mac Business Relationship dated 12/21.'2OO4esi^)lisf«sa«th0rexecJtoopjBrtiir%8iSdiverffl1iesWaMu's execution risk and confers material financial 
benefits for the Option ARM pio-duct. 

The key to the Freddie proposal is (hat it fa■o^'tc}es signifioait fttpjkSly Ja ow Optiwi ARM or^n^ons, wffit more advanlagoous credit paramolers, compefilive g-fees and 
preferred access to their balance sheet relative to our raffrertf ^ewnent wsih Farsie. fame has made K very clear to us that we ^ould not expect to retain the same 
pricing and credit parameters for Option ARMsr o-j 2005 prong agreement lha we have er^ed dialrsg 2004 For fixed rate loans and hybrids, g-fess adjusted for MAP 
Pricing and credii parameters are tougnly eguivalm! to Ihe Fatnie A^eem»it. (>j0inedbe!owareoompariso.nsof significant termsof Freddie's draft oi the LO! arid similar 
terms of out current agreement with Fannie. We ate currerrBy tjegoti^ng tfie Bn^ terms of tie ICS aid expect to owisfi'uct a final agreement lhat retains the significant 
non-g-tee related advantages of fhe Fannie agreemstil 


1-5.2005 


Page 1 of 4 
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Washington Mutual 


2 ! Businass Relationship Proposal issues 

Freddie Mac Fannie Mae Co mment 


Credit Prooosal 

• Agency-to-Agsncy Streamlined refi; 
co-ops; reio program 

To be rescued - unknown aitcwre 

Accefte to £43xlard flow ^reemeni (10- 
15% of FR (xodudk^) 

Advantage FN 

• PtAr2 calibration for Option ARM’s 

tor2Q2005; outcome urdmown 

Not mdK cksciissxm; Now paromelers 
«i 50-60% erf Ofrfion ARMs 

Advantage FH 

Pricina Proposai 

• Minimum market snare caleuiation 

Market share: Cation ARMs. 40% 
measured quarlerly 

Ai! others (incl-PoitfoBo s^s): 40-60% 
measured quart&ty with a minimum of 

30% in ^y mondi 

75% measiaed quatorty; excludes 

P»ttofio sales 

Advantage FN 

• Exclusion of NOO 

Exclijdes MCO from flow 

FN pndr^ based cm tocluston of NOO 
with Ksodaled defivery fees; may irttoaci 
over^l flow g-iee if exciitoed 

Advantage FH 

• ixepresenta^ve mix 

Requires rep^eserit^ve mix cotrp»ed 
with ail o8ier confonTiir>g dekveries to 
other inveslws; sole diatfeton to ac|Bt 
price with 30 days notice 

Requires no adverse sdection ot FN due 
to increased risk profile: to be discussed if 
profile ^jpe^s to be changing 

Advantage FN 

• Mix: HUD Goals 

Sane 

Same 


• Required reporling 

Loss Iban minimuiri delivery 

Yes 

Charge a pw-oH lee 

No 

Nosu^lee 

Advantage FN 
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W WashingtO!! Mutual 


• i^.'iivery feepriciriQ 

Highwi: 80-15-5LTV>90 

ManufactiKed housr^ 

Hghon: Low Doc 

Advantage FH fhigtier votome Low Doc) 

• Guaranty Pee pricing 

MTA Option ARM’s 

FR-30 

i^R-20 

FR-15 

Amortizing hybrid 

I/O tiybrid 

40-42 

16-(13.3MAP) 

15-(t2-6MW=) 

a s with ARC 

12.5 with ARC 

^91.Avg53 

13 

11.5 

11.5 

175 

ia5 

After currenlFN pricing period ends 3-31- 
05, FN could remove pricing disrounls, 
moving lo a high^ G-tee for tow 
deliveriss. 

MAP Pricino 

• Available 

Yes 

No... FN has av^able. but WaMu chose 
a fixsd G-fee (ttat in the wake of 9ie 
MBSiPC spread narrowing dramatic^ 
saved us S^nm in lower G-fees} 

Re-engage FN on a MAP structure 

• Buy-Up/Buy-Down grids 

Yes 

Yes 


• 'Preterred Status' 

Unknovm outcome, imknown 

alei^ 

This is key to nail dovvn 

: SiTUCtured Transactions 

• T-Deals S Other Assel Bids 

Strong assel & aecW bios in 2004 


Advantage FH 

• Reduced Senrtcing 

Offer non-TBA Securities 

Portiotio Bid 

Min Average Servicing 

Yes 

FH portfolio has been stronger 

20 bps lo 10% of FH deitveries 

Yes 

20 bps under ASC - m IMt 

Advantage FN 

Note: FH pulls siripped deals oul of Ihe 
denominator which makes the likelihood 
of reaching Ihe 20 bps much higher 
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^ Washington Mutual 


I Affordable 1 

1 • Community Access 

Pfidng dightfy {^36 bps), Imj! no 

risk share afraigsmenl 

30 b(s g-tee. but has ri^ share 
ananganenL ! 

Advantage FH j 

• Affordable Parlnership 

; S^Xik (oi iTNliafives 

0 g-fee for 10% of aH COTmunify Access 
deliveries (op«i-ended); v^ue crfSI. 2mm 
(S20(^ confiares to S57mm in 

FN deSv^K); 

Advantage FN 



w^r of 50 bps MH dsitvery tee; 


• CRA initiatives 

Home Possible 

Outcome unkncwffi 

1 Outcome unknovm 

adtMond locci partrer^up efteds (JDC, 
etc.) 

My fthisnua^ Mortgage arrtlar to CA 

Ad-vanla-ge FN 

e-Bus events in NW 

Oiitcorrre unknorwi 

kkimerKis local events 


♦ MSR Management 

reduced Servicing Fee - hybrids 

j 10 bps 

121^ 

Advantage FH 

exotore synthetic ifO 

Yes ; 

Yes 


1 Operational /^iqnment j 

• Contract I 

1 

! One Master Agreemenl, separate Ma^ 
Cwmmitmenis for Community Access & 

1 reduced sevidng 

Three Waste y^eemenfs. Flow, Opfon 
ARM Flow, Transacfion 
^)ar^ deiviKy contracts 


• Funding cycles 

; Flow, with Sibling Sy^em, 6 <K^5 or tess 



i Additional Opportunities | 

• Miillifamily 

1 


• Loan Prospector (LP) ^ 

i ) The of Du may increase - $7 ,8mm 

j annu^ 


• .Repurchases , 

i 
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FEDERAL DEPOSIT INSURANCE CORPORATION, 

SHEILA C, BAiR 
CHAIRMAN 


September 1 7, 20 1 0 


Honorable Carl Levin 
Chairman 

Pemiancnt Subcoimnittee on Investigations 

Committee on Homeland Security and Governmental Affeirs 

United States Senate 

Washington, D.C. 20510 

Dear Mr. Cltairmaii: 

Ehiclosed please find a signed copy of a revised and much-strengthened 
memorandum of understanding among the FDIC and other bank reguiators 
which will greatly enhance our ability to continually access and monitor 
information related to our ri.sks as deposit insurer. I believe this is a very 
strong agreemeni and one which we accomplished due in no small part to 
the work of your Subcommittee in identifying weaknesses in the supervisory 
processes leading up to the failure of Washington Mutual, i appreciate 
and applaud your leadership and support for a strengthened MOU. 


Be.st Regards, 



Sheila C. Bair 


Permanent Subconmiittce on tiivestigations 

EXHIBIT #93 
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FDIC o 


CofnMroMr of ww Cunwicy 
Admierttv ol NiAontf 


US Oepcrtmorio' yio 



Board of Governors 
of the Federal 
Reserve System 


Federal Deposit Office of the Comptroller Office of 
Insurance Corporation of the Currency Thrift 

Supervision 


Interageocy Memorandum of Understanding on Special Examinations 

This Memorandum of Understanding (“MOU”), dated as of July 14, 2010, is made and 
entered into by and among The Federal Deposit Insurance Corporation 0‘FDIC” or the 
“Corporation”), the Office of the Comptroller of the Currency (“OCC”), the Board of 
Governors of the Federal Reserve System (“FRB”), and the Office of 'Mft Supervision 
(“OTS”) (the OCC, FRB and OTS collectively, the “Agencies;” and separately, the 
“PFR”) This MOU concerns the implementation of Section 10(bX3) of the F«leral 
Deposit Insurance Act that provides that examiners appointed by the Board of Directors 
of the Corporation “shall have power, on behalf of the Corporation, to make any special 
examination of any insured depository institution whenever the Board of Directors 
determines a special examination of any such depository institution is necessary to 
determine the condition of such depository institution for insurance purposes.” 

I. Objectives 

The Objectives of this MOU are to: 

(1 ) Facilitate the FDIC’s implementation of its special examination authority under 
Section 10(b)(3) of the Federal Deposit Insurance Act (“FDl Act”); 

(2) Establish arrangements for coordination and cooperation between the Agencies 
and the FDIC, consistent with the respective authorities of each. 

(3) Avoid utuiecessary duplication of effort; and 

(4) Facilitate the ability of the FDIC and each of the Agencies to effectively and 
efficiently carry out their respective responsibilities. 

II. IDl Coverage 

Under this MOU, Special Examinations may be made by the FDIC with respect to the 
insured depository institutions C'lDls”) defined in this Part II of this MOU (“Covered 
IDIs”): 

(1) IDIs vwth composite PFR ratings of “3”, “4” or “5”, and IDIs that are 
undercapitalized under Prompt Corrective Action standards (“Problem IDIs”). 
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(2) IDIs that have a heightened risk to the Deposit Insurance Funds defined as 
follows: (a) CAMELS 1- or 2-rated institutions that fall under FDIC's large bank deposit 
insurance pricing method if their initial assessment rate (“lAR”) is in the top 66 percent 
of the lAR range;' rmd (b) small institutions that ate CAMELS 2-rated and the FDIC’s 
Statistical CAMELS off-site Rating (“SCOR’O indicates their probability of downgrade is 
SO percent or greater or their tank according to the FDICs Growth Monitoring System 
(“GMS”) is in the 98 percentile. (“Heightened Insurance Risk IDIs”). For the purposes of 
this section 11(2), ’’Large Institutions" are IDIs with assets of $10 billion or more, and 
“Small Institutions" are IDIs with assets of less than $10 billion. The FDIC will provide 
the PFR access to SCOR and OMS.^ 

(3) Large, complex IDIs, consisting of (a) mandatory Basel II “Advanced Approach” 
institutions as may be determined from time to time, and (b) IDI subsidiaries of any non- 
bank financial company or large interconnected bank holding company that are subject to 
heightened prudential standards recommended by the Council under Section 1 1 S(a)(l ) of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 as may be 
agreed upon from time to time by the FDIC and the relevant PFR.(“Large IDIs”). 

(4) IDIs that are affiliated with entities that have had greater than $S billion of 
borrowings under the FDIC TLGP program (“TLGP-IDIs”). 

III. Guidelines for the Conduct of Special Examinatioiu 

(1) In making Special Examinations, the FDIC’s focus will be on gathering and 
evaluating information obtained by the FDIC from the Agencies, State banking 
regulators, IDIs, and other sources that is necessary for insurance purposes, namely 
information to determine the risk that is presented to the Deposit Insurance Fund (DIF), 
price deposit insurance, assess the probability of default, estimate any potential loss to the 
DIF, develop contingent resolution plans, and such other matters that are necessary for 
deposit insurance purposes. 

(2) In making Special Examinations, the FDIC shall use the reports of examination 
made by the PFR and any appropriate State regulator, other information available from 
the PFR and State regulator, and information provided by other Federal or State agencies 
to the fullest extent possible, without limiting the authority of the FDIC referenced in 
section in(4) to make Special Examinations of IDIs both coveted and uncovered by this 
MOU. The FDIC will notify the PFR before the FDIC obtains any information directly 


' The lAR range contemplated under this MOU is 10 basis points to 50 basis points. Under this formula an 
IDI is a Covered IDI for two calendar quarters following the last calendar quarter in which the IDI was a 
Coveted IDI as determined under section 11(2X8) above. Should the FDIC modi^ the lAR range in the 
future the Agencies and FDIC will jointly confirm that the top percentage of the lAR range staled in section 
11(2} remains appropriate. 

’ The FDIC will provided advanced notice of any modifications of the SCOR and GMS models affecting 
the thresholds in section 11(3) and confirm that the thresholds remain appropriate. 
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from an ID!, explaining why additional information beyond what is currently available 
from the PFR is needed. 

(3) At Large IDIs and TLGP-IDIs, the FDIC will establish a continuous on-site full- 
time Staff presence tvith the number of staffers depending on the size of the IDIs. To 
meet its st^ng needs, it is the intention of the FDIC to assign up to no more than (a) 
five full-time on-site staffers at IDIs with U.S holding companies that have total assets of 
$750 billion or more, and (b) three full time on-site staffers for Large, Complex IDIs with 
U.S. holding companies that have total assets of less than $750 billion. Additional full- 
time on-site staffing shall be subject to mutual agreement between the FDIC and the PFR. 
The FDIC also may determine, based on particular events or specific circumstances, that 
required information is not available from the PFR, and that it is necessary to be on-site 
to gather such information, and that additional staff is temporarily needed on-site in order 
to obtain such information. 

(4) The Agencies recognize that the FDIC Board of Directors has the authority under 
Section 1 0(bX3) of the FDI Act to direct the making of Special Examinations in 
situations covered and not covered by this MOU. 

IV, Coordinatioa and Information Sharing 

(1) FDIC will, to the fullest extent possible, without limiting the authority of the FDIC 
referenced in section 111(4) to make Special Examinations of IDIs both covert and uncovered by 
this MOU, conduct special examinations of any covered IDI in accordance with this MOU, 
provide the PFR with reasonable prior notice of any proposed Special Examination activities, 
coordinate its work with the relevant PFR, and avoid unnecessary duplication of activities, llie 
FDIC will notify the relevant PFR prior to conducting a Special Examination under Section 
10(bX3} of the FDI Act of a covered or uncovered IDI outside of the provisions of this MOU 
explaining the reasons for such a Special Examination. In the case of such a Special 
Examination, the FDIC and the PFR will use their best efforts to coordinate, cooperate, share and 
use information in accordance with Section IV of this MOU. 

(2) One FDIC on-site examiner will be identified as the point of contact for the PFR. (“FDIC 
Contact") 

(3) One PFR on-site examiner will be identified as the point of contact for the FDIC. (“PFR 
Contact”) 

(4) The FDIC will inform the PFR Contact on an on-going basis of the FDIC's special 
examination planning and scoping activities, as well as any significant changes thereto, and will 
provide reasonable prior notice to the PFR Contact of any unscheduled special examinations of 
the IDI and of meetings widi the Board of Directors and board committees of the IDI. The FDIC 
Contact and the PFR Contact may also agree on other types of meetings for which notice would 
be provided. The FDIC will also provide the PFR on an ongoing basis, through the PFR Contact, 
with access to results of FDIC Special Examinations, including material deposit insurance related 
issues and risk assessments, and other FDIC Special Examination information prepared by the 
FDIC. 
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(5) The PFR will inform the FDIC Contact on an on-going basis of the PFR's examination 
planning and scoping activities, as well as any significant changes thereto, and will provide 
reasonable prior notice to the FDIC Contact of any unscheduled special examinations of the ID! 
and of meetings with the Board of Directors and board committees of the IDI. The PFR Contact 
and the FDIC Contact may also agree on other ^es of meetings for which notice would be 
provided. The PFR will also provide the FDIC on an ongoing basis, through the FDIC Contact, 
with access to supervisory information prepared by the PFR, including risk assessments, 
supervisory plans, and reports of examination prepared by the PFR. 

(6) The FDIC Contact may request to participate in examinations and meetings with IDI 
personnel conducted by the PFR. The PFR Contact and FDIC Contact shall consult regarding 
such requests. In the event the PFR declines the request, the FDIC Contact shall provide 
reasonable prior notice to the PFR Contact before proceeding separately to conduct any Special 
Examination activities or meetings. 

(7) The PFR Contact may request to participate in examinations and meetings with IDI 
personnel conducted by the FDIC. The FDIC Contact and the PFR Contact shall consult 
regarding such requests. 

(8) On an on-going basis, no less frequently than quarterly, representatives of the FDIC will 
meet with appropriate representatives of the PFR to discuss the risk profile, current condition, 
identified supervisoty matters, and material deposit insurance related issues and risk assessments 
with respect to Covered Institutions. On a quarterly basis, FDIC will share lists of all IDIs 
meeting the criteria specified in il(l)-ll(4}, above. 

V. CAMELS Rating Differences 

Differences in CAMELS ratings between the FDiC and the appropriate PFR will be 
communicated by the FDIC Contact to the PFR Contact in writing, including an explanation of 
the basis for the FOIC’s position. In the event tho% officials are unable to resolve the ratings 
disagreement, the matter shall be referred to the Director of the FDiC Division of Supervision and 
Consumer Protection (the “Director”) (or other officer of the Corporation designated by the 
Chairman of the FDIC) and the appropriate senior-most supervbion official of the PFR for 
resolution. Any decision by the FDIC to depart from die appropriate PFR’s assigned rating will 
be made i^ the Director of the FDIC Division of Supervision and Consumer Protection (or other 
officer of the Corporation designated by the Chairman of the FOIC) after consultation with the 
Chairman of the FDIC. 


Federal Deposit Insurance Corporation 
BY:_ 

Boaid of Govemois of the Federal Reserve 
System 

BY: 



o 


13:02 Nov 02, 2010 Jkt057320 PO 00000 Frm 00699 Fmt6601 Sfmt6011 P:\DOCS\57320.TXT SAFFAIRS PsN: PAT 


